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MONETARY STABILITY AND THE GOLD STANDARD 


By Sir Henry Strakosch. G.B.E . 1 


I. 


Five years have elapsed since the first serious attempt was made to grapple with the chao^ 
into which the financial and monetary affairs of so many countries had fallen as a result of the 
Great War. The financial reconstruction of Austria, which was inaugurated under the aegis 
of the League of Nations in December 1922, was the first step in that direction. It marked 
the beginning of an era of real effort and achievement. 

The Austrian plan of reconstruction, and every subsequent scheme of financial and monetary 
restoration for which the League of Nations has made itself responsible, were inspired by the 
fundamental conception that the attainment of an equilibrium in the economic affairs of a 
country is possible only if monetary stability is established, which, in turn, postulates an 
assured equilibrium in financial affairs. Monetary stability, in other words, was conceived 
to be an indispensable pre-requisite of economic restoration and, with it, of ordered social and 
tranquil political conditions. No severer no” more searching test could have been applied to 
the validity of this conception than its application to the case of Austria. It is unnecessary 
here to dwell on the peculiar difficulties, complexities, and uncertainties which surrounded the 
whole Austrian problem. They are too well known to require re-statement; but it is well to 
recall the apprehensions of grave political reactions which kept Europe a-quiver owing to the 
headlong depreciation of the Austrian currency and the economic chaos that depreciation was 
causing. It is also well to recall the profound impression which the singularly rapid recovery 
of Austria created, and the influence which it undoubtedly exercised on the policies of other 
countries towards financial and monetary reconstruction. It may truly be said that the League’s 
action in Austria, followed, as it was, by its hardly less remarkably successful intervention in 
Hungary, has blazed the trail of general monetary and financial restoration in Europe and 
elsewhere. Indeed, the League’s plans as applied to Austria and Hungary have been made the 
model upon which all subsequent plans of financial and monetary restoration—whether fathered 
by the League or undertaken without its co-operation—have been built up. These plans, without 
exception, involved the linking of currencies to gold, or, in other words, the establishment of 
the gold standard in one form or another. 

The time seems ripe for a survey to be made of the progress that has been achieved during 
these five years; to measure that progress in terms of monetary stability and in terms of economic 
advancement; and finally to consider what remains to be accomplished in the domain of monetary 
organisation to insure that no monetary factor shall impede economic progress. 

A convenient way of measuring the progress made in monetary stability is to reduce to 
index numbers the currency fluctuations in relation to the dollar (i.e., gold) during the five 
years under review. This is attempted in the subjoined Table A, which has been constructed 
by working out the average percentage variations in the United States dollar value of the currencies 


1 Chairman and Managing Director of the Union Corporation, Ltd., London. 
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of each country from month to month. By adding up these variations irrespective of whether 
they were in the direction of depreciation or appreciation, by striking an average for each year, 
and by weighting the individual index numbers so arrived at on the basis of population, a combined 
index number is obtained for the countries chosen. This method of calculation has been applied 
in the subjoined tabic to all the European countries except Russia, Turkcy-in-Europc, Iceland, 
Albania, the Saar, Danzig, and Luxemburg. The absence of adequate statistical material 
was responsible for these omissions. 

Table A shows that the purchasing power in terms of gold of the currencies handled by the 
populations of the countries under review fluctuated on an average from one month to the next 
to the extent of : 


13.2% in the year 1922 

2,384.8% » * " 1923 

2.0% « 1924 

1.4% *» 1925 

2.4% » >■ 1920 

0.9% » .. 1927 


The extraordinarily high average IIactuations in 1923 were, of course, clue to the complete 
collapse of the German currency in that year, while the relatively high average for 1926 was 
caused by the wide fluctuations of the French and Belgian currencies. If these figures were 
eliminated from the calculation, the average figures would be the following : 

1922 1923 1924 1925 1920 1927 

13.2% 10.7% 2.0% 1.1% 1.6% 0.9% 

It will be seen that progress during 1923 was slow, that with the inauguration of the Dawes 
Plan in 1924 it became very marked, and that the remaining period was one of steady progress, 
except for the retardation in 1926, to which reference is made above. The average fluctuations 
of 1927 are, as will be seen, the lowest of the period. 

Let us sec now how the countries under review have fared economically during the same 
period. Reliable statistical material of the volume of their production being sadly Jacking, 
a rough-and-ready measure may be found in their foreign trade figures. The subjoined Table B 
has been constructed by adding together the annual official figures for imports and exports 
of each country and converting the totals into U.S. dollars by applying the average dollar value 
of the respective currencies for the respective years. The totals arc then corrected for variations 
in the general level of gold prices (as measured by the index of wholesale prices of commodities 
prepared by the U.S. Bureau of Labor) and the results reduced to index numbers for each 
year. (See Tabic B, page 10.) 

The progress shown is handsome, and particularly impressive when the figures arc examined 
in the light of the currency fluctuation indices of Table A. For easier comparison, they arc 
here set one below the other: 
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Table B. 


European Merchandise Exports and Imports. 
(In Millions of U.S. Dollars.) 



1922 

1923. 

1924. 

1925. 

1926. 

1927. 

Austria. 

579 

617 

763 

663 

621 

706 

Belgium . 

1,184 

1,193 

1,459 

1,535 

1,429 

1,547 

Bulgaria . 

58 

76 

76 

95 

85 

93 

Czechoslovakia .... 

736 

670 

970 

1,078 

978 

1,127 

Denmark . 

551 

606 

702 

785 

766 

801 

Esthonia. 

25 

35 

33 

42 

42 

54 

Finland. 

183 

242 

243 

280 

285 

318 

France . 

3,748 

3,867 

4,256 

4,259 

3,867 

4,241 
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2.423 

2,920 

3,724 

5,056 

4,725 

5,792 

Greece. 

181 

147 

203 

222 

180 

241 

Hungary. 

176 

154 

259 

292 

369 

342 

Italy . 

1,191 

1,302 

1,470 

1,690 

1,733 

1,853 

Netherlands. 

1,256 

1,293 

1,540 

1,713 

1,685 

1,785 

Norway. 

360 

356 

357 

432 

420 

430 

Poland . 

289 

446 

529 

591 

926 

611 

Portugal. 

117 

123 

133 

168 

157 

150 1 

Roumania. 

184 

218 

270 

286 

333 

435 2 

Spain. 

625 

645 

630 

551 

561 

764 3 

Sweden. 

596 

647 

713 

752 

793 

855 

Switzerland . 

682 

711 

816 

871 

820 

883 

United Kingdom ... 

7,162 

8,009 

8,574 

9,352 

8,608 

8,774 

Yugo-Slavia. 

137 

175 

228 

301 

273 

241 

U.S. Wholesale Price 

22,443 

21,452 

l 

27,948 

I 

31,014 

29,656 

32,043 

Index (Bureau of 







Labor) 1922 = 100 

100.0 

103.3 

100.6 

106.7 

101.5 

98.6 

Merchandise correc¬ 
ted to U.S. prices 







(1922 = 100) ..... 

22,443 

23,671 

27.781 

29,067 

29,218 

32,500 

Index Number. 

100.0 

105.5 

123.8 

129.5 

130.2 

144.8 


The close coincidence of increasing economic progress (as expressed in the foreign trade index) 
with every improvement in the stability of currencies is striking. Thus the modest progrest 
made in the latter direction in 1923 (if Germany is excluded) is reflected by a modest improvemens 
of the trade figures, the substantial progress in monetary stability in 1924 by a substantial 


1 This figure is estimated, as the official returns are not yet available. 

* Estimate based on the returns for the first ten months of 1927. 

* Estimate based on the returns for the first six months of 1927. 
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improvement in the trade of that year, and, finally, the progress in the remaining three years, 
checked by virtually stationary conditions in 1926 (if France and Belgium are excluded) by a 
very similar development in the trade figures. 


II. 


The monetary standard chosen by all the countries of Europe that have stabilised their 
currencies during the last five years is the gold standard in its various forms. Some of them 
have adopted the “gold specie standard”, which involves the obligation to exchange the local 
currency on demand for gold coin; others have elected to establish the “gold bullion standard”, 
involving the obligation to exchange it into gold bullion; and others, again, the “gold exchange 
standard”, which makes the local currency exchangeable into foreign gold exchange. And there is, 
finally, a numerous intermediate class of countries in which the local currencies are convertible 
at the option of the currency authority into either gold or gold exchange, or in which conver¬ 
tibility into gold exchange is intended to be merely a transitional stage towards the ultimate 
establishment of the gold specie standard. 

Looking beyond Europe, wc find that the trend of development in monetary organisation 
lias proceeded on very similar lines to that of Europe. An attempt is made in the subjoined 
Table C to group the European and a number of extra-European countries according to their 
monetary standards. The classification is of necessity an uncertain one so far as concerns those 
of the countries which fall within the intermediate class to which reference has been made. 
They have been included among the gold exchange standard countries because they arc all at 
present operating their monetary machine as if they were on that standard. It will depend 
upon their future policy whether they will continue to do this, or whether they will ultimately 
elect to adopt one or other of the other types of gold standard. Their legislation is wide enough 
to permit them to do so. 

The most striking feature of the compilation is not so much what emerges from the grouping 
of countries under the various classes of standards adopted, but the fact : 

(a) That more than half the population of the world (i.e., about 944,000,000) 
is to-day handling money which is cither de jure or de facto linked to gold; and 

(b) That of the 1,066,000,000 people inhabiting the countries under review, only 
122,000,000, or llj per cent, are to-day living in conditions of monetary instability, 
and these, it should be added, are all struggling towards the re-establishment of their 
currencies on a gold basis. 

The achievement is a remarkable one, especially if we reflect that real progress only began 
to be made four years ago and that monetary stabilisation involved, as a condition precedent 
to it, the settlement of numerous financial questions of a most troublesome kind. It meant the 
funding of a vast amount of short-term indebtedness and the settlement of unwieldy inter¬ 
national debts on lines that limit the current interest and redemption payments within mana¬ 
geable proportions, and it involved, of course, acceptance by the countries concerned of a rigid 
financial regime. 

Equally remarkable—though perhaps not surprising—is the unanimity with which practically 
the whole of the civilised world has elected to adopt gold as its standard of value. This develop¬ 
ment is the result not of any international convention or other international action, but of the 
individual choice independently made by each of the countries concerned. It is true that the 
international conferences at Brussels ana at Genoa had advocated the general adoption of the 
gold standard; but the resolutions passed by these conferences were binding on none of the 
countries participating in them. They were perfectly free to adopt whateyer monetary standard 
seemed to them best. We must conclude from their action that tney all regard the gold standard 
as the most appropriate to the present and foreseeable future circumstances; that they consider 
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convertibility of local currencies into fixed weights of gold, or their equivalent in other gold 
standard currencies, to be the surest safeguard in the present state of our civilisation for the 
limitation of the monetary circulations to the legitimate needs of exchange; and that they 
regard fixity of the exchanges, which this convertibility assures, as indispensable in a world 
which depends for its prosperity and progress on international trade in an ever-increasing measure. 
Finally, we must conclude from their action that they arc content to link the purchasing power 
of their money to what gold will buy—that is, to tie their general price levels to gold (and through 
gold to the price levels of all the other gold standard countries) -in a word, to join in a great 
monetary partnership with gold as their common bond. 

They arc content, metaphorically speaking, to tie their currency and price-level ships to 
a common buoy—gold. The huge ocean-going ship of the U.S.A., towering over the many 
smaller craft of the other nations, lies there side by side with them, all made fast to their common 
buoy. A sea captain in real life would feel ill at ease if he found that he had moored his ship 
to a buoy that was anchored to nothing, and was free to drift wherever the currents and the 
winds or the manoeuvring of the other ships made fast to it might take it. He is not likely 
to be satisfied with the assurance of the port captain that, in spite of its not being securely 
anchored, the buoy had drifted but slightly during the last half-century before the war, and 
that a material change of its position had only taken place as a result of the exceptional 
circumstances which the war had created. 

Have the captains of our metaphorical currency ships less reason to feel uneasy? Is the buoy 
to which their ships are moored firmly anchored to prevent it from drifting? Assuredly not. 
There is nothing in the construction of our metaphorical “ gold buoy ” to prevent it from yielding 
to the currents of supply and demand, and from drifting to wherever these may take it, and 
dragging with it the ships that are made fast to it. True enough, our currency ships are all 
equipped with machinery appropriate to their size (the central banks), which has been installed 
with the primary object of enabling their captains to manoeuvre them to and fro so as to keep 
them at their proper stations in relation to the buoy, and so to the other ships. Hut if that 
machinery is employed merely to perform this primary object, they arc in no safer condition 
than the ships in real life that are tied to an unanehored buoy. On the other hand, if their 
captains agree to co-operate closely in applying the machinery at their command to manoeuvring 
their ships with a view to keeping the buoy in a pre-determined and safe position, they will have 
ceased to be at the mercy of the elements. Leaving the metaphor, these undoubtedly were the 
considerations which inspired the resolutions of the Genoa Conference when it recommended 
that the central banks of gold standard countries should co-ordinate their credit policies with 
a view to maintaining stable the purchasing power of gold. 


111 . 


To appreciate the urgency of concerted action of this kind, let us examine somewhat closely 
into the reactions that the instability of our standard of value is likely to call forth. We ail 
know that, in our complex economic organisation of to-day, the vast majority of transactions 
into which money enters are not settled the moment they arc concluded, but that they usually 
involve contracts the settlement of which is deferred over widely varying periods, and that 
it is this fact which causes changes in our standard of value to affect differently different classes 
of the community- -that, in other words, such changes cause a redistribution of wealth. We 
have learned from the monetary history of the last live years how destructive to economic; progress 
—nay, to economic life itself— is the redistribution of wealth which the violent bouts of currency 
deprecation and appreciation have occasioned : but we are, perhaps, inclined to ignore, or at 
any rate to underrate, the repercussions that are produced by relatively minor changes in the 
purchasing power of money, i.e .—in a gold standard world—of gold. 

An attempt is made in the succeeding pages to analyse these repercussions. For this 
purpose a “National Income and Distribution Account” has been compiled, which, though based 
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on British figures, is probably representative of the conditions of the great majority of the 
countries with which we are particularly concerned. The figures from which this account has 
been built up were compiled for the writer by Mr. Joseph Kitehin, and are, in the main, based 
on figures contained in the publication by Professor Bowley and Sir Josiali Stamp, entitled 
‘‘National Income, 1921 ” (published in 1927). They do not pretend to represent statistical 
facts (and the authors of the publication mentioned must not lie held responsible for the allo¬ 
cations made), but they are put forward as the best estimate that the available data permit 
to be made. They are, however, believed to be sufficiently near the truth to serve the present 
purpose : 


Table D. 

National Income and Distribution Account. 


Prices — 100. 


Income. 


Distribution. 

Money 


Money 

% of Total 

Value £ Millions. 


Value £ Millions. 

Income. 

4,060 

(a) Public debt service. ‘ 

t 

405 

10.0 


(b) Interest and rent. 

66.5 

16.4 


Fixed money obligations... 

1,070 

26.4 


(1) Other governmental expenditure. .. 

285 

7.0 


(2) Profits of enterprise 1 . 

685 

16.8 


(3) Wages and salaries. 1 

2,020 

49.8 


Residue... 

2,990 

73.6 

4,060 


4,060 

: 

100.0 


The distribution of the national income has been split up, it will be observed, into 
the constituents of (a) Public Debt Service and (b) Interest and Rent, which are grouped 
together under the main heading of “Fixed Money Obligations”; and (1) Other Governmental 
Expenditure, (2) Profits of Enterprise, and (3) Wages and Salaries, grouped under the main 
heading of “Residue”. The first group, as the heading implies, comprises the obligations in 
respect of contracts involving fixed money payments. It includes, apart from interest and 
redemption charges on the National Debt, the debts of public bodies and private undertakings, 
also rent on landed and house property and pensions. These obligations may be said to constitute 
a first charge on the national income. They have to be met whatever the income may be, if 
default is to be avoided. The second group, headed ‘ Residue”, represents the balance of the 
national income that is available to meet (a) Governmental Expenditure other than debt charges; 
(b) Profits of Enterprise (which includes all dividends of a variable type, such as accrue to 
holders of ordinary or deferred shares of companies); and, finally, (c) Wages and Salaries. It 
is this “ Residue ” that, on the one hand, has to bear the burden of any deficiency of production 
and/or an increase in the purchasing power of gold (a fall of the general level of gold prices), 
and that, on the other, reaps the benefit of an increase of production and/or a decrease in the 
purchasing power of gold (a rise of the general level of gold prices). 
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Let us now reconstruct the national income and distribution account on the assumption 
that the national production remains the same, but that its money value has increased by 20 per 
cent—that is, that general prices have risen 20 per cent: 


Table E. 

National Income and Distribution Account. 


Prices — 120. 


Income. 


Distribution. 

Money 

Value £ Millions. 

Money 

Value £ Millions. 

% of Total 
Income. 

4,872 

(a) Public debt service. 

405 

8.3 


(b) Interest and rent. 

665 

13.6 


Fixed money obligations... 

1,070 

21.9 


(1) Other governmental expenditure.. 

362 

7.4 


(2) Profits of enterprise. 

871 

17.9 


(3) Wages and salaries. 

2,569 

52.8 


Residue.... 

3,802 

78.1 

4,872 


4,872 

100.0 


We can see at a glance that this rise of general prices reduces the proportion of the national 
income which falls to those possessing fixed money claims from 26.4 per cent to 21.9 per cent, 
and so makes available for purposes of the “residue” an increased proportion of a like difference. 
It reduces, in other words, fixed money claims by 17 per cent and increases the residue by 6 per 
cent. This increase lias been apportioned among the various constituents of the residue propor¬ 
tionately to their distribution in the first account (Table D). But that, of course, is not what 
happens while prices are on the up-grade. The redistribution involves a difficult process of gradual 
adjustments under considerable friction. The first to benefit, of course, are those interested 
in “profits of enterprise”, but pressure from the wage-earners, whose real wages have been 
diminished by the rise of prices, soon develops. Wages are increased sometimes by amicable 
settlements, but more often following strikes. 

A rise in prices, or, indeed, the mere expectation of a rise, stimulates enterprise, and so 
creates a greater demand for capital goods, while the greater share of the national income in the 
hands of the wage-earners is freely exercised, mainly for the purchase of consumable goods. 
Both accentuate the rise of prices and call for an increasing volume of money and credit to effect 
the exchange of the more rapidly circulating goods. When the monetary circulation and the 
credit structure have reached the limit to which the central banks feel justified to expand them 
(having regard, on the one hand, to legal reserve requirements and habit or custom, and, on the 
other, to the size of available gold reserves), and when the prospect of a further rise of prices 
consequently vanishes, enterprise is curtailed and the reaction sets in. The pendulum takes 
its downward course. 













— 15 — 


Finally, let us examine the national income and distribution account, on the assumption 
that the national production remains unaltered, but that general prices have fallen 20 per cent ; 


Table F. 

National Income and Distribution Account. 
Prices — 80. 


Income. 


Distribution. 

Money 
Value £ 
Millions. 

Money 
Value £ 
Millions. 

Percentage 
of Total 
Income. 

3,248 

(a) Public debt service. 

405 

12.5 


(b) Interest and rent. 

665 

20.5 


Fixed money obligations.. 

1,070 

33.0 


(1) Other Governmental expenditure . 

208 

6.4 


(2) Profits of enterprise. 

499 

15.4 


(3) Wages and salaries. 

1,471 

45.2 


Residue... 

2,178 

67.0 

3,248 


3,248 

100.0 


The proportion of the national income which falls to those having fixed money claims 
rises from 26.4 per cent to 33 per cent— i.e., by 25 per cent. The burden of this is borne by 
the “ residue ”, which is decreased by 9 per cent. “ Profits of enterprise ” suffer first, because a 
reduction of money wages, in spite of their greater purchasing power, is stoutly resisted. Diminish¬ 
ing profits and the expectation of receding prices damps down enterprise; wages are gradually 
depressed. The friction and heat engendered in the process is probably even greater than 
in the case of upward adjustments of wages as a result of rising prices. But if an equilibrium 
in the distribution of the burden that falls on the “residue” is finally to be re-established— 
that is, if it is so to be distributed among its constituents as to re-establish the original proportions 
of their shares in the “ residue ”—what does this involve? 

The share of the national income falling to the wage-earning and salaried class would require 
to be reduced from £2,020,000,000 to £1,471,000,000—that is, by £549,000,000, or 27 per cent 
—while prices will have fallen by only 20 per cent, thus implying a debasement of the standard 
of living of nearly 9 per cent (the ratio being 80 per cent to 73 per cent). The other constituents 
of the “ residue ” would, of course, have to suffer in like proportions. If, for social or political 
reasons, it proved impossible to debase the standard of living of the wage-earning class to the full 
extent appropriate to the situation, the deficiency could in practice only fall on “profits of 
enterprise^’. But it is evident that the additional burden these profits could bear would be 
relatively insignificant, and that if they were called upon to do so, and the reward of enterprise 
were thus reduced to inadequate proportions the incentive to undertake the risks involved 
in it would be destroyed and enterprise curtailed. Serious unemployment would be the 
result. 

A fall in prices, or the expectation that the trend will be downward, causes enterprise to 
be damped down. The demand for capital goods slackens, and the lesser share of the national 













income in the hands of the wage-earning class reduces its power to acquire consumable goods. 
The increased share falling to the rentier class, on the other hand, is very sparingly exercised 
in the purchase of consumable goods, and only very gradually and rather fitfully in the purchase 
of capital goods (the latter very largely depending on the spirit of enterprise reviving). These 
factors all combine to accentuate the fall of prices, to lessen the amount of money and credit 
needed for the exchange of the sluggishly circulating goods, and so to increase the amount of 
available credit. The pendulum thus reaches the lowest point in its downward course only 
to be driven upwards by the impetus to enterprise which the plethora of available credit engenders. 

For easier comparison the distributions of the national income shown in Tables D, E, and F 
are here tabulated together ; 


Table G. 


Effect of Variations of Prices on Various Classes of National Income. 

(In Millions of Pounds.) 


Level 
of Prices. 

Total 

National 

Income. 

Fixed Money Obligations. 

Public Debt. Service, 
and Pensions. 

Interest and Rent. 

Total. 


£ 

£ 

0 

£ 

O' 

/« 

£ 

o 

/O 

120 . 

1,872 

405 

8.8 

065 

13.0 

1,070 

21.0 

100 . 

4,060 

405 

10.0 

005 

16. 1 

1,070 

26.4 

80 . 

8,248 

105 

12.5 

665 

20.5 

1,070 

88.0 


Residue. 


Other Government 

Profits of 

VV ages 

'i 

Expenditure. 

Enterprise. 

and Salaries. 

L 


£ 

0/ 

/O 

£ 

0/ 

/O 

£ 

o 
/ () 

£ 

% 

862 

7.4 

871 

17.9 

2,569 

52.8 

8,802 

78.1 

285 

7.0 

685 

16.8 

2,020 

49.8 

2,990 

78.6 

208 

6.4 

490 

15.4 

1,471 

45.2 

2,178 

67.0 


Note. —In this and the two preceding tables it is assumed for simplicity’s sake that the National 
Income is equivalent to national production, and therefore wholly subject to changes in the level of 
prices. This is not the case, strictly speaking, though the difference (which is due to duplication in the 
National Income figures), is relatively small. 

It is almost unnecessary to say that, in a world in which the currencies and prices of the 
great producing countries are linked to gold, and through gold one to the other, these cyclic 
movements of prices must have their immediate repercussions over the whole area of gold 
standard countries—that they are, in fact, cyclic movements in the purchasing power of gold. 
Nor can there be any doubt that these ups and downs in the purchasing power of gold, with 
all the dislocations which they engender, are a serious hindrance to economic progress and 
a source of almost incessant social and political friction. 
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IV. 


The conviction is gaining ground that, by co-ordinating the credit policies of gold standard 
countries, it is possible, if not to obviate, at an> rate very largely to mitigate, these cyclic move¬ 
ments. If the force of the original impulse which sets t lie pendulum in motion were curbed, 
its momentum would be lessened and. with it, the amplitude of the arc it describes. 

When analysing, in the previous chapter, the effect of a rise and of a fall in the general 
level of gold prices, we have assumed that the national production remains unaltered. Opinions 
differ as to whether the stimulus of rising prices causes production to be inc reased to ary material 
extent, and the depressing effect of falling prices to reduce it, though it is more generally believed 
that this is the case to some extent; but there can be no difference of opinion regarding the 
general trend of production. This, it is certain, is steadily increasing, and it would be found 
on examination that the rate of increase is accentuated in times of rising prices and somewhat 
retarded in times of falling prices. The advance in population alone necessitates a growing 
volume of production if the standard of living is to be maintained. Besides, it is in human 
nature not to be content to accept as permanent the standard of life that has been attained, 
but ever to strive towards improving it. This natural increase of production, which may be 
termed economic progress, has been measured bv Professor Cassel over an extended period, 
lie reaches the conclusion that it proceeds at the rate of per cent per annum. Mr. Joseph 
Kitclun, examining the question from a somewhat different angle, arrives at a very similar 
result. 

It is \cry clear than any increase in production involves a corresponding increase in the 
volume of exchange of goods and services, and, other things being equal, calls for a corresponding 
increase in the volume of currency and credit to effect this exchange. In a gold standard world 
it calls for a broadening of the base upon which currency and credit arc built, that is, a corres¬ 
ponding increase of monetary gold reserves. The augmentation of these depends upon the 
amount of gold that the world produces every year in excess of what it chooses to employ in the 
industrial arts or for purposes other than money. If the annual addition to these gold reserves 
is too great relatively to economic progress, the effect is to raise—and, if it is too small, to reduce - 
the general level of gold prices, or, in other words, to depreciate or appreciate respectively the 
purchasing power of gold. Our gold standard world thus depends for the stability of its general 
price level on two factors that may be said to be entirely fortuitous —the amount of fresh gold 
currently produced and the extent to which gold is used for purposes other than money. 

Piofcssor Cassel was one of the first prominently to emphasise these considerations, to 
draw attention to the inadequacy of the current additions to the monetary gold reserves, and 
to insist upon the urgency of international co-operation, with a view to economising the use 
of gold and thus to save the world from a steadily receding price level and all that this implies. 
The Genoa Conference, without pronouncing on the adequacy or inadequacy of the probable 
future supply of monetary gold, recommended the universal adoption of the gold exchange 
standard, co-operation of central banks, and co-ordination of their credit policies, with the 
object of maintaining stable the purchasing power of gold. Latterly, the question came under 
the consideration of the Royal Commission on Indian Currency and Finance. In the course 
of his evidence before the Commission, Mr. Joseph Kitehin— a recognised authority on 
precious metal statistics—submitted exhaustive figures which amply confirm Professor Cassei’s 
conclusions. 

It is sometimes suggested that a rise in the value of gold (that is, a fall in prices) is likely 
so to stimulate the gold-mining industry as to substantially increase its output. For technical 
reasons alone, it is extremely unlikely that anything but a very pronounced fall in prices would 
have this effect, even if the whole benefit of such a fall were to accrue to the gold-mining industry. 
It is on this latter point that the suggestion breaks down completely. We have seen that the 
redistribution of the national income occasioned by a fall in prices throws the resulting burden 
on “ Governmental Expenditure ”, “ Profits of Enterprise ”, and * Wages and Salaries ”, that the 
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burden is greater relatively than the fall of prices, and that, pending the reduction of real wages, 
it has to be borne by the remaining components of the residue. Taxation has to be increased 
and “Profits of enterprise” reduced. Is it reasonable to suppose that any legislative body 
will hesitate to put the major part of that burden—if not the whole of it—on the industry that 
can obviously bear it best, when all others are groaning and struggling merely to keep alive? 
Is it reasonable to suppose that the mine-worker will submit to so drastic a reduction of his 
wages as will debase his standard of living rather substantially below the level he was accustomed 
to enjoy, when the industry he is serving prospers? Neither of these propositions would seem 
to require more than a moment’s reflection to be answered in the negative. Whatever the 
advantage that may theoretically accrue to the gold-mining industry, it is bound in practice 
to be largely swallowed up by the additional burden which will inevitably fall on it. 

Forecasts, however carefully compiled, are obviously liable to error, and there are many 
who—perhaps not unnaturally—shrink from leaning on them, however lightly, as a guide for the 
framing of future policies. But, whatever faith or doubt we may have in regard to the fore¬ 
casts of the future gold production, there can be no disagreement on the point that, looking into a 
reasonably distant future, the supply of gold for monetary purposes cannot be gauged with any 
certainty, and that it is beyond our power to control it. Indeed, it would postulate a wholly 
improbable conjunction of circumstances for it always to correspond precisely to the needs of 
the economic progress which the world is and will be making; this, of course, oil the supposition 
that gold standard countries adhere rigidly to their present practices in the matter of gold 
reserves. 

But the problem is not limited to the question of the future supply of monetary gold in its 
relation to the world’s economic progress. We all know that the distribution of the monetary 
gold reserves of the world at present available is a very uneven one, that some countries—chief 
among them the United States of America— hold relatively abundant gold reserves, while others, 
especially those who have more recently returned to the gold standard, are pursuing a policy 
of not only holding on tenaciously to what they have, but of also trying to augment their reserves. 
They are—to return to our metaphor—manoeuvring their ships so as to get nearer the gold 
buoy. The combined effort in the same direction of the many small craft causes the gold buoy 
to be dragged away from its original position, and with it the other ships that arc moored to it. 
It is pretty evident that a policy of keeping a tight hand on credit, if only with the object of 
maintaining gold reserves and attracting just a little more, will react on the general level of 
gold prices in a downward direction if pursued by a sufficiently large number of the smaller 
countries, even though it is opposed by a liberal credit policy of the minority. 

The return to the gold standard by Great Britain in May, 1925, marks the turning-point 
in the general restoration of this standard. Comparing wholes.de prices then ruling in the 
United States and Great Britain with thos° ruling in March, 1928, we get the following 
picture : 



U. S. A. 

(Bureau of Labor). 

Great Britain 
(Board of Trade). 

Combined. 

May, 1925 . 

154.3 

158.6 

156.4 

March, 1928. 

145.0 

140.8 

142.9 




—13.5 


The combined index (which may be regarded as a tolerably reliable index of the purchasing 
power of gold) thus shows a fall of 18i points, equivalent to 9 per cent, and it does not seem 
unreasonable to ascribe this fall in a great measure to the policy of keeping a tight hand on credit 
practised by the many countries that, during this period, have returned to the gold standard, 
with a view to maintaining and augmenting their gold reserves. 
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V. 


The very cursory sketch of the problem that faces the gold standard world given in the 
preceding pages of this paper seems sufficient to indicate its gravity. The conclusion is 
irresistible that, if we are to be saved the complex reactions, the economic jolts and setbacks, 
and the social and political friction which frequent and violent changes in the distribution of 
national wealth and income through fluctuations in the purchasing power of gold produce—if, 
in a word, economic progress is not to be seriously impeded, concerted action by the gold 
standard countries is imperative. If it is impossible to control the supply of monetary gold 
—and it is manifest that it cannot be controlled—then it is clear that the problem can only 
be attacked from the side of monetary policy. The Genoa Resolutions recommended the 
convocation of a conference of central banks. No steps in that direction have as yet been 
taken, and probably wisely. Before such a conference could hope to do useful work, it was 
necessary for the great majority of the countries of the civilised world to have returned to the 
goM standard. That is now on the point of being accomplished. In the meantime, the central 
banks of the leading gold standard countries have initiated a policy of establishing closer contact 
one with the other, but it may be doubted whether this contact, or, indeed, a conference of 
central banks as contemplated by the Genoa Conference, is likely to advance the problem 
materially without a good deal of preliminary preparation. The problem is a complex one, 
and its practical solution involves agreement on a number of questions of theory. Nothing 
could be more detrimental to the smooth, efficient, and expeditious working of a conference 
of central bankers than the distractions of controversy over fundamentals. 


London, April, 1928. 
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THE ECONOMIC CONSEQUENCES OF CHANGES 
IN THE VALUE OF GOLD 

Bv Sir Henry Strakoscii, G.B.E. 1 


Universal Adoption of the Gold Standard and the Movement of tiie General Level 

of Commodity Prices. 


When the International Economic Conference, 'vhich was held at Genoa in the spring of 
1922, enjoined countries that had abandoned the gold standard to revert to it, it did so not 
because it regarded gold as a measure of value which could be relied upon to remain stable in 
all circumstances, but because it considered the obligation to exchange national curreneh s for 
fixed weights of gold (or their equivalents in money of other gold-standard countries) as tin* 
most efficacious means of limiting the monetary circulations to the legitimate needs of exchange; 
and because it regarded stability of the exchanges which this convertibility assures -as indis¬ 
pensable for the restoration and development of international trade, upon which the* prosperity 
of the world largely depends. The Conference clearly perceived that, if leit to the free play of 
supply and demand, the value of gold was in danger of being subjected to wide fluctuations. 
It was the desire to obviate this that led the Conference to recommend the co-ordination of the 
“ demand for gold . . . to avoid those wide fluctuations in the purchasing powc r of gold which 

might otherwise result from the simultaneous and competitive' efforts of a number of countries to 
secure metallic reserves.'” It envisaged close co-operation of the central banks, and the regu¬ 
lation of credit, “not only with a view to maintaining the currencies at par with one another, 
but also with a view to preventing undue fluctuations in the purchasing power of gold." 

The first of these recommendations i.r., the general adoption of the gold standard has 
been carried out in a measure and with a rapidity which probably far exceeds the most sanguine 
expectations of those days. Though the movement started in 1923 with the restoration of 
the Austrian currency and, in 1924, with that of Hungary, real progress only began to be made 
in April 1925, when Great Britain and, soon after, the Dominions re-established the gold 
standard. The movement made such rapid progress that, by the end of the following- 
year, practically the whole of the civilised world, inhabited by some 1,200,000,000 people—or 
00 per cent of the world’s population—were handling money linked io gold. Being by law 
exchangeable into fixed weights of gold or their equivalents, the money they handle will buy, 
either at home or abroad, what, the weight of gold into which it is exchangeable will buy. It 
follows that the purchasing power of all the currencies of the gold standard world is determined, 
within a slight margin, by what gold will buy. If a stable value of gold, that is, a stable level 
of commodity prices, is beneficial to economic progress - as it is hoped to show in there notes 
—then such stability will bring economic progress and prosperity to these 1,200,000,000 people, 
and if, conversely, instability is an impediment to economic progress, then their progress will 
be impeded and their well-being detrimentally affected. It is well to bear this in mind if the 
importance and scope of the second set of the Genoa Resolutions are to be viewed in their 
proper perspective. 

The movement of the general level of wholesale' commodity prices in this country since 
the end of 1925 may be taken to be a pretty faithful reflection of the fluctuations to which the 


1 Chairman and Managing Director of the Union Corporation, Ltd., London, 
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purchasing power of gold was subject during that period. It would have been more satisfactory 
to take for this purpose the average of a wholesale commodity price index of this country and 
;i similarly constructed index of the United States of America. Tint this, unfortunately, is not 
possible, because none of the well-known American indices are constructed and weighted in 
the same manner as any of the recognised indices in this country. The American indices all 
more or less include prices of manufactured goods, whereas ours, such as the one regularly 
published by the Economist , are indices essentially of raw materials that have a wide inter¬ 
national market. For the measurement of the purchasing power of gold internationally, the 
Economist index certainly seems more appropriate. Taking the index numbers of wholesale 
commodity prices of the Economist , we get the following picture * 


End of Decern ncr 11)2,) 
» » 11)26 

» ■> 1927 

» » 1928, 

» » 1929 

End of March 1930 


Economist Index; 
Wholesale 
Commodity prices. 
1913 100 


Corresponding 
purchasing 
power of gold. 
1918 - TOO 


153.0 

145.1 

141.9 
136.5 

126.9 
119. 4 


65.4 
68.9 

70.5 
73.3 

78.8 

83.8 


It well be seen that the general level of prices fell steadily, but moderately, from the end 
of 1925 to the end of 1928, while the subsequent fifteen months showed a much more 
accentuated drop which, towards tin* end of the period, degenerated into a slump. 

Gold may thus be said to hav»* appreciated : 

During the vear ending 1926 bv 5. 1 per cent. 

.) »* >» ' 1927 by 2.3 » 

» » i» 1928 by 4.0 

» ') » 1929 by 7.6 » 

And during the three 
months ending 

March 31st. 1930 by 6.1 » 

Or for the whole period 
from end December 1925 
to end March 1930 . by 28.0 » 

It is clear, then, that “the wide fluctuations in the purchasing power of gold”, which the Genoa 
Conference enjoined the gold-standard world to avoid, have not been prevented. 


‘ k OvER-l , R<>l>r(T!t)N , \ 


The appreciation of gold, as expressed in the fall of the general level of commodity prices 
during the period under review, is popularly ascribed to “over-production” brought about in 
the main—so it is said—by the rationalisation of industries the world over. The fact that this 
fall of prices has been accompanied bv substantial accumulations of unsold stocks of practically 
all the great staple commodities lends, on a superficial view, support to this interpretation. 
A closer examination, however, makes this thesis untenable. 

Though the word “rationalisation” has found its way into our vocabulary comparatively 
recently, there is every evidence to show that rationalisation has been practised to a greater 
or lesser extent ever since industry has existed. The incentive to augment the gains of industry 
is an ever-present stimulus to improve—that is, to cheapen and to intensify the production of 
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industry. The twenty years immediately preceding the war were probably as prolific a period 
of scientific progress and of intensified production as any in the economic history of the world. 
Quantitative measurements, though unfortunately based on material of a comparatively scanty 
character, leave little room for doubt that production during that period increased at a rate 
far exceeding the increase of population. Mr. Carl Snyder (the statistician of the Federal 
Reserve Bank of New York), measuring the progress of the United States of America by a wealth 
of statistical data, comes to the conclusion that the trade of the United States—that is, 
broadly, its production—has been increasing steadily during the last fifty years at a compound 
rate of 4 per cent per annum; while his compilations respecting the production of the world 
at large led him to conclude that that has proceeded at a compound rate of 3 per cent per annum. 
Mr. Joseph Kitchin, measuring the economic progress of the world by figures of the physical 
production of the chief commodities, arrives at a somewhat similar conclusion. The League 
of Nations, in a recently published volume entitled “ Memorandum on Production and Trade” 
gives figures of world production which correspond broadly to an increase for the period from 
1923 to 1927 of the same figure of 3 per cent per annum compound. The population of the world, 
on the other hand, has increased during those periods at a rate of about 1 per cent per annum. 
It is true to say, then, that there was an excess of production equivalent to about 2 per cent 
per annum over and above the amount needed to maintain that increased population at a 
stationary standard of life. Yet, except for a brief period in 1907, none of the phenomena 
by which the last five years are characterised had made their appearance. Indeed, the general 
level of commodity prices rose steadily from the year 1896 to the outbreak of war. 

On this evidence alone, one is entitled to question the validity of the popular notion that 
the accumulation of stocks of commodities coincident with the fall of the general level of prices 
of recent times is due to an unduly rapid increase of production of industry. Indeed, it is 
self-evident that an increase of production, extending over the whole range of commodities in 
an orderly and symmetrical fashion, cannot lead to what is commonly called “over-production.” 
An increase of production, in these circumstances, simply makes available to the population a 
greater amount of all the goods it currently consumes. Thus, if the volume of production of 
the whole range of commodities that enter into the economic life of the nations is, on an average, 
increased by 3 per cent per annum, then the producers of the individual commodities will all, 
on an average, have 3 per cent more of the goods they produce to exchange with each other. 
The farmers would exchange their greater production for the greater production of those who 
produce the things the farmers need, and the producers of these and other things would 
exchange them for the greater production of the farmers. A symmetrical increase of production 
of this kind in effect raises the standard of life of the people, and that, it is almost unnecessary 
to say, is capable of practically infinite expansion. No disturbance in the exchange of the 
greater output of commodities need, or does, arise in these circumstances, provided there are 
available media of exchange in the form of money of all kinds to an amount that corresponds to 
the increased volume of exchanges that this greater production necessitates. If it is available, 
the general level of commodity prices will remain stable. It is only when the available amount 
of money is either less or more than is needed to effect these exchanges that the general level of 
commodity prices will fall or rise as the case may be. 

Symmetry in the production of the various classes of goods is not a matter of accident; it 
is constantly forced upon producers by the movement of prices of individual commodities relative 
to one another. If one or other of the commodities is being produced in quantities relatively 
greater than the production of the rest of the commodities, stocks of those commodities accumu¬ 
late, their price falls, and so compels a reduction of their production until they once more 
conform symmetrically to the production of the rest of the commodities. In the reverse case, 
a reverse reaction on the price and consequently on the volume of production of individual 
commodities takes place and restores symmetry of production. The inter-play of relative 
prices—that is, of price movements of individual commodities relative to one another—is thus 
an automatic and infallible corrective of deviations from the line of symmetric production. 

Let us now observe the course of individual prices in this country during the period from 
the end of March 1929 to the end of March 1930. The annexed Table A sets out the individual 
commodities on the prices of which the Economist index is based, and shows the percentage rise 
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and fall in the price of each commodity for the period in question. In summary, the table 
shows that: 

Falls. Rises. Unchanged. 


13 commodities of the cereals and meat group had. 11 2 — 

9 » other foods group had. 8 1 — 

11 » the textiles group had. 11 — — 

11 » the minerals group had. 6 3 2 

14 » the miscellaneous group had. 7 1 6 

58 commodities had. 43 7 8 


Of the 58 commodities included in the index given : 43, or 74 per cent, show falls; 8, or 
14 per cent, show no change; while 7, or 12 per cent, show rises. 

If it were true that the fall in the price of 74 per cent of the principal raw materials that 
enter into our daily life is due to their “over-production”, then the producers of each of these 
commodities would have on hand, and would be anxious to exchange, the surplus of the partic¬ 
ular commodities they produce for the commodities they do not produce but need to maintain 
or improve their material comforts. Moreover, most of these other goods are also in super¬ 
abundant supply, and the producers of these other goods would be equally anxious to exchange 
them for the goods they do not produce but need. There is thus a superabundance in nearly 
three-quarters of the various kinds of raw materials the world needs currently; there is an 
anxiety of the producers of each of these materials to exchange them for others, and yet they 
are not exchanged. 

We are, in these circumstances, entitled to conclude that these exchanges failed to be made, 
not because goods generally were in excessive supply, but because the process of exchange was 
in some way impeded. And if —as is the case—there are no observable impediments of a 
physical or moral character, the theory of “over-production” fails, and we are driven for an 
adequate explanation to the only remaining factor affecting the process of exchange, viz., the 
adequacy of the amount of money that is available to effect these exchanges. 


The Money Factor. 


It is clear that an increase of production, involving as it does an increased turnover of good 
and services, calls for a corresponding increase in the amount of money and credit to effect this 
turnover, if the general level of commodity prices is to remain stable. If the amount of currency 
and credit that the gold-standard world as a whole will permit to be created on a given amount 
of gold remains the same; if, in other words, the ratio of currency and credit to monetary gold 
reserves remains the same, then the general level of commodity prices— i.e. 9 the value of gold— 
will only remain stable if there is an increase of monetary gold reserves corresponding to the 
increase of production. Conversely, if the increase of monetary gold reserves does not keep 
pace with the increase of production, then general prices will only remain stable if the ratio of 
currency and credit to monetary gold reserves is appropriately increased. But, as the national 
currencies of gold-standard countries are ail by law exchangeable for fixed weights of gold (or 
their equivalents in currencies of other gold-standard countries), price stability can only be 
achieved by co-operative action, if not of all, yet of the principal gold-standard countries. 
Supposing the production of the world increases at a compound rate of 3 per cent per annum, 
and supposing the monetary gold reserves of the gold-standard world were to increase at a 
similar rate, then the general level of prices will remain stable only if every member of the 
great gold-standard partnership does, in fact, build upon the gold reserves it has and may be 
receiving a structure of currency and credit which, regard being had to the state of development 
of the credit system in each country, is appropriate. To the extent to which they fail to do so, 
they are depriving the gold-standard world of the additional currency and credit it needs 
to exchange its greater production, with the effect of increasing the value of gold—that is, of 
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depressing the general level of commodity prices. Gold upon which an appropriate structure; 
of currency has not been built in these circumstances ceases to perform monetary functions, to 
the detriment, not alone of the country responsible for it, but of the whole gold-standard 
world. It is rather extraordinary how widely spread the belief still is that the gold-standard 
leaves the country adopting it in a position of independence and that the benefits it confers 
can be had without any responsibilities. The truth that the gold standard has bound together 
the civilised world for good or evil in the greatest international partnership ever known in 
history, that this partnership while conferring benefits on each partner also imposes upon 
them stern duties, and that transgressions by any one partner inflicts hardships on the rest, 
is hardly realised. 

The exigencies of the war have disorganised the monetary systems of most countries. 
Much of their monetary gold found its way to America and neutral countries. When they 
restored their currencies after the war and returned to the gold standard, they found the free 
flow of commerce impeded by barriers of the most diverse kind, and with it the flow of gold. This, 
coupled with an ill-directed monetary policy pursued by some of the gold-standard countries, 
accounts for the persistence of the maldistribution of the world’s gold reserves and their partial 
sterilisation. That sterilisation is most pronounced in the ease of America, the Argentine 
Republic and, since 1928, of France, these countries having accumulated gold reserves far in 
excess of their reasonable needs. Any gold that flows into the reserves of these countries is not 
used as a basis for the expansion of currency and credit, and therefore does not perform its 
monetary functions. The gold-standard world is, to that extent, deprived of the currency and 
credit it needs to exchange its increasing production. 

In a table (Annex 11) which is appended, are set out, in order of their size, the gold holdings 
of the central banks (and Treasuries) in the principal gold-standard countries of the world 
at the close of each year since the end of 1925. In separate columns appear the changes, from 
year to year, in those holdings. In another part of the table, figures arc given showing what 
the gold holdings represent per head of the population of each country, and, finally, figures are 
furnished of the new supplies of gold which have become available for monetary purposes year 
by year. 

To assess the bearing, from a monetary point of view, of the changes recorded in the prin¬ 
cipal table, it is necessary to consider their effect on the currency and credit structure of the 
gold-standard world as a whole in relation to its needs for currency and credit. It being gener¬ 
ally accepted that the production of the world increases at the rate of 8 per cent per annum, an 
increase of the world’s monetary gold reserves at the same rate would, in the absence of any 
economy in the use of gold for monetary purposes, provide an amount of currency and credit 
adequate to maintain prices. But when we consider the gold movements recorded in the table, 
we have to distinguish between gold that serves truly monetary purposes and gold that does 
not. The table showing the gold holdings per head of population in the several countries 
is of particular interest in that connection. It shows that, whereas the amount of Great Britain’s 
gold reserves per head of population was £3.3, that of the United States of America was, on 
an average, about £6.7, and that of France £6.1 in 1928 and £8.0 in 1929! Though their credit 
systems have attained a state of efficiency which cannot be said to be much inferior to that of 
Great Britain, the gold reserves per head of population in the United States of America 
were roughly 100 per cent greater than those of Great Britain, while those of France in 1928 
were roughly 85 per cent and, in 1929, no less than 140 per cent greater than those of Great 
Britain. The gold reserves of the Argentine Republic, at an average of about £9.4, even if the 
fullest allowance is made for the less efficient credit system in that country, are far and away 
in excess of its legitimate requirements. Any gold, therefore, that flowed into America, Argen¬ 
tina and, since the beginning of 1928, into France, serves no monetary purpose, for in none of 
these countries is it permitted to support a structure of currency and credit that it would be 
permitted to support if it had flown into other countries whose credit systems arc in as high 
a state of development as theirs. In the appended table (Annex C) account has been taken of 
this fact when comparing the amount of monetary gold needed to increase gold reserves by 
3 per cent, and so support an increase of production at the same rate, with the amount of mone¬ 
tary gold that has actually become available in each year. 



The correlation of the figures of the last two columns, and particularly the figures for the 
year 1929, is significant. The deficiency of supply of monetary gold in relation to the assumed 
requirements of 8 per cent per annum was moderate in the three years to the end of 1928, and so 
was the fall of the general level of commodity prices during that period. Rut, when we come to the 
year 1929, we find a deficiency of well over 100 per cent, of requirements, accompanied by a sharp 
fall of prices which continued into the present year. Not only was the whole of the new gold that 
had become available for monetary pur poses in 1929 absorbed by the United States of America and 
France, but the two countries have, in addition, managed to deplete the reserves of some of the other 
gold-standard countries to the extent of £14,000,000, after due allowance has been made for the 
release of £86,000,000 by the Argentine. Together they have in this manner sterilised gold to the 
value of £110,000,000, and deprived the gold-standard world of the possibility of augmenting the 
amount of currency and credit that was needed for the exchange of its increased production. 
That sufficiently explains the catastrophic fall of the general level of commodity nrices in 1929 
and the beginning of this year. It also suggests that co-operative action for the purpose of 
co-ordinating the demand for gold by the central banks of the principal gold-standard countries, 
which the Genoa Conference so strongly advocated, was either absent or ill-directed. 


The Economic Repercussions of Unstable Pricks. 


The fall in the general level of commodity prices clearly can have no effect on the physical 
equipment of the world. The lands, houses, factories, roads, railways and harbours remain 
for all practical purposes, what they were when prices were higher. Nor can it have any effect 
on the possibility of and the need for employing that physical equipment for procha live purposes. 
The population has remained the same and so have its wants. Indeed, the experience of the 
past leaves little room for doubt that, whatever the movement of general prices, production as 
a whole increases at a remarkably steady rate, though that rate of increase is perhaps accen¬ 
tuated in times of rising prices and somewhat retarded in times of falling prices. Whence, 
then, arises the disturbance that impedes the smooth course of exchange of the commodities the 
world produces? 

We all know that, in our complex economic organisation, the vast majority of transactions 
are not settled when they arc concluded, but that they almost always involve contracts expressed 
in money amounts, the settlement of which is deferred over widely varying periods. In our 
gold-standard world, it is the purchasing power of gold, as expressed in the general level of com¬ 
modity prices, that determines the real obligations (in terms of goods, in which only they can be 
met) of all these contracts If the general level of commodity prices falls by 20 per cent, or, in 
other words, if the purchasing power of money increases by 25 per cent, then a contract entered 
into before that fall has taken place will compel the debtor to give to the creditor a title to goods 
25 per cent greater than the two parties had bargained for when they concluded the contract. 
The total available volume of goods—that is, broadly, the income of the community—has thus 
to be divided among the creditor and debtor sections of the community in different proportions 
than before. But, as the total volume of production .increases relatively slightly from year to 
year, the greater title to goods of the creditor class can only be met by the share of the national 
income falling to the debtor class being curtailed. It is this re-distribution of wealth, and the 
fact that the greater title to goods in the hands of the creditor section of the community is, in 
times of falling prices, exercised haltingly and in a class of goods quite different from that which 
the debtor class forgoes, that cause the profound disturbances in the exchange of goods. 

It will be easier to appreciate the reactions brought about by such a re-distribution of 
wealth if we examine a concrete case. Professor Bowley and Sir Josiah Stamp published, in 
1927, a monograph on the “National Income” of Great Britain in 1924. Largely based on the 
figures given in this publication, Mr. Joseph Kitchin has compiled for the writer an account in 
which the national income of that year is apportioned among the principal classes of the commu¬ 
nity who are particularly affected by a re-distribution of wealth due to a change of the general 
price level. The account docs not pretend to represent statistical facts (and the authors of the 
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monograph must not be held responsible for the allocations made), but they are put forward as 
the best estimate that the available data permit to be made. They are believed to be sufficiently 
near the truth to serve the present purpose. The account is set out below: 


National Income and Distribution Account . 


Income. 


Distribution. 

Money Value 
£ Millions. 


Money Value 
£ Millions. 

Percentage of 
Total Income. 

4,060 

(a) Public debt service. 

405 

10.0 


(b) Interest and rent . 

665 

i 

16.4 


Fixed money obligations. 

1,070 

26.4 


(1) Other governmental expenditure ., 

(2) Profits of enterprise (“entrepre¬ 

285 

7.0 


neur”) . 

685 

16.8 


(3) Wages and salaries. 

2,020 

49.8 


Residue... 

2,990 

73.6 

4,060 


4,060 

100.0 


The distribution of the national income has been split up, it will be observed, into the con¬ 
stituents of (a) Public Debt Service and (b) Interest and Rent, which are grouped together 
under the main heading of “Fixed Money Obligations”, and (1) other Governmental Expenditure, 
(2) Profits of Enterprise, and (3) Wages and Salaries, grouped under the main heading of 
“Residue”. The first group, as the heading implies, comprises the obligations in respect of 
contracts involving fixed money payments. It includes, apart from interest and redemption 
charges of the National Debt, the debts of public bodies and private undertakings, also rent on 
landed and house property, and pensions. These obligations may b< said to constitute a first charge 
on the national income. They have to be m^t whatever the income may be, if default is to be 
avoided. The second group, headed “Residue”, represents the balance of the national income 
that is available to meet (a) Governmental expenditure other than debt charges; (b) profits of 
enterprise (“entrepreneur”)—which includes all dividends of a variable type, such as accrue to 
holders of ordinary or deferred shares of companies—and, finally, (c) wages and salaries. 


Falling Prices. 


A fall of the general level of prices increases immediately and automatically the share of 
the national income which falls to the section of the community that has fixed money claims. 
That increase takes place without any apparent friction as between that section and the rest of 
the community; indeed, most people do not realise that it has taken place. But even if it were 
realised, it is not likely to be resented. The greater purchasing power of money is regarded as 
a windfall to the lucky ones who have claims to it, and is generally thought to be due if not to 
an Act of God, then to the folly of the “entrepreneur” class for having increased production 
unduly. There are few who realise that the greater purchasing power of the money in the hands 
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of those having fixed money claims can only be satisfied by a corresponding increase of pro¬ 
duction or, failing that, by a curtailment of the income of the remaining sections of the community, 
or (using the global term employed for the purpose of the account) of the “residue”. It is 
here that the fiercest friction at once and automatically arises. There is less to be divided among 
the “entrepreneur” and the wage earning classes. Sacrifices have to be made. Who is to bear 
them, and if they are to be borne by both sections, in what proportions? The wage-earner 
resists having his money wage reduced, even if that wage were to buy correspondingly more 
goods. But we know that a fall of the general level of wholesale prices docs not at once bring 
down the prices of the goods the wage-earner needs and buys. The cost of living, in other words, 
docs not, except very sluggishly, follow wholesale prices. Be* ides, the reduction of wages is, 
in any case, a long and difficult process, often involving strikes which reduce production when 
increased production is the only means to restore the income in terms of goods of the classes 
comprising the “ residue ”. 

The whole of the burden of the fall has thus at first to be borne by the “entrepreneur” 
class. Those among them whose enterprises are less exposed to foreign competition will try 
to lighten their burden by combining for the purpose of maintaining or raising the prices of the 
commodities they produce or the services they render. The result is that the burden falling on 
the “entrepreneur” class whose industries are more exposed to foreign competition and therefore 
less able to control the prices of the goods they have to sell is further increased. Hence the well- 
known phenomenon of the unsheltered industries being the first to be badly crippled or put out 
of action by a fall of general prices. But, even if both the sheltered and unsheltered industries 
were prepared to shoulder the burden ratcably, they would only be able to support it if the fall 
of prices were relatively unimportant, simply because their share of the national income, even 
in times of stability, is but a small proportion of the whole. The National Income and Distri¬ 
bution Account shows that their share in 1924 amounted to just over 16 per cent. 

To aid the reader in visualising the nature and the relative extent of the changes in the 
distribution of the national income consequent on changes in the general level of prices, a diagram 
(Annex D) is appended which attempts to show this. It is built up from the figures of the 
National Income and Distribution Account given earlier in this paper, the vertical line above 
the figure 100 at the bottom of the chart representing the national income as distributed in that 
account. To the left of this vertical line can be read off the effect which any given fall, and to 
the right any given rise, of the general level of commodity prices has on the distribution, on the 
supposition that the national income remains stationary, and that the “residue” is divided 
between its constituents in exactly the same proportions as it is divided in the original account 
shown in the vertical line above the figure 100. It will, of course, be understood that the 
presentation in this form is a purely schematic one, and does not—indeed could not—take 
account of the innumerable subsidiary influences which are constantly at work in the direction 
of accelerating or retarding the re-distribution of the shares in the national income as 
between one section of the community and another. 

It, however, faithfully represents the change in the proportions of the national income that 
fall to those having fixed money claims on the one hand, and to the “residue” on the other, 
consequent upon changes in the general level of commodity prices on the assumption that the 
national income neither increases nor decreases. But the division between the main consti¬ 
tuents of the “residue”—viz., the wage-earning and “entrepreneur” classes shown in the 
diagram—is an ideal one. The line denoting that division has been drawn simply to illustrate 
how each of these classes would be faring if they bore rateably the burden consequent on a fall, 
and enjoyed rateably the benefit consequent on a rise in the level of prices. In point of fact, it 
is the process of dividing the “residue” (especially if the “ residue” becomes smaller as a result 
of a falling price level) that causes the struggle and friction between the two classes which, right 
through history, has accompanied every violent change in the level of prices. 

Of far greater significance, in that connection, are the lines shown on the diagram which 
denote the wage-earners’ share of the national income if money wages remain constant (A-B), 
and their share if their standard of living is to be maintained stable (C-D). The first, in parti¬ 
cular, illustrates strikingly the friction that even a relatively small fall in the general level of 
commodity prices sets up between the wage-earning and “entrepreneur” classes. It shows 
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how deeply the wage-earners' share cuts into "profit of enterprise” while money wages remain 
unaltered, and how urgent, therefore, a readjustment of money wages becomes. Line C-D, 
which presupposes a readjustment of money-wages to a point at which the real wages— i.e., the 
standard of living—is maintained unaltered, shows that even this involves a rather substantial 
encroachment on "profit of enterprise”. Conversely, if the latter is incapable of bearing the 
burden (and there is, of course, a limit beyond which “ profit of enterprise” cannot be curtailed 
without killing enterprise), it shows that a fall of prices forces upon the wage-earning community 
a debasement of their standard of living. An increase of production alone is capable of miti¬ 
gating that situation. But, if it is considered that an annual increase of production of 8 per 
cent will counteract the ill-effects of a fall in the general level of prices of only about 2.9 per cent 
per annum, the profoundly disturbing effect of the fall of 18 per cent during the last fifteen 
months will be appreciated. 

Little imagination is required to visualise the many implications that spring fiom this state 
of things. Thus, it is clear that industries which are most vulnerable to competition are the 
first to suffer and that, failing very large resources to meet losses, they are quickly reduced to 
impotence and compelled to suspend operations. Unemployment is the result, but that unem¬ 
ployment is not merely confined to the particular industry that has to suspend operations, but 
spreads over most other industries, for the suspension of operations by one industry immediately 
reacts on others through the curtailment of the requirements by the former of goods produced 
and services rendered by the latter. A reduction of money wages, possibly to a level consti¬ 
tuting a debasement of the standard of living, becomes inevitable. Wage reductions of so drastic 
a character can hardly be expected to be accomplished without strikes. These, in turn, aggra¬ 
vate the evil; production is further curtailed, and unemployment further increased, and that at 
a time when an increase of production alone can remedy the disequilibrium! 

Meanwhile, the greater title to goods which the fall of general prices gives to those having 
lixod money claims remains unexcreiscd. While money appreciates, a reluctance to exchange 
it for goods is only natural; and that is particularly true of those having lixed money claims for 
they can afford it, the greater title to goods they so acquire constituting, in fact, an increment 
over and above their accustomed standard of life. They are thus unlikely to exercise it until 
they believe that the fall of prices has come to an end, and when they do, it will be in goods of 
a different character from the goods in which it would be exercised if it were in the hands of 
the wage-earning community. The latter would exercise it mainly in the purchase of consumable 
goods, while the former would exercise it in the purchase of capital goods through the acquisi¬ 
tion of bonds and shares. 

In a period of falling prices, there is thus a falling-off in the demand for consumable goods 
owing to the reduction of income of the wage-earning classes, and of capital goods owing to the 
reluctance to exercise their increased purchasing power by those having fixed money claims. 
Added to this, there is the psychological factor of falling prices reacting on the “entrepreneur” 
class in the direction of limiting their purchases of commodities to their immediate needs. Hence 
the curtailment of demand for both classes of goods and the consequent accumulation of stocks 
of most primary commodities. 

This cursory analysis supplies—it is submitted—a far more cogent explanation of the pheno¬ 
menon that is observable, not merely in this country, but to a greater or lesser extent the gold- 
standard world over. The phenomenon is due, not to “over-production”, but to the retarda¬ 
tion in the process of exchange, and therefore of consumption, caused by a drastic re-distribution 
of wealth resulting from the fall in the general level of commodity prices which, in turn, owes its 
origin to an inadequate supply of currency and credit. 

Before concluding this part of our analysis, let us consider the monetary aspect of the develop¬ 
ments just referred to. The fact that the general level of prices has fallen and that produc¬ 
tion and trade have suffered a curtailment reduces the need for currency and credit. The amount 
that was insufficient before the fall occurred will probably be substantially in excess of the needs 
of exchange in the altered circumstances. The fact, moreover, that the increased purchasing 
power in the hands of those having lixed money claims is not being exercised in the purchase 
of capital goods through the investment market, but is being temporarily diverted to the short- 
credit market, is a sufficient explanation of the abundance of the supply of credit in periods of 
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rapidly falling prices. This abundance is the one element in the situation which is able to, 
and invariably does, set into motion a trend in the reverse direction. Cheap credit revives 
confidence, and with it enterprise. The fall of general prices is stayed. Those who have tem¬ 
porarily diverted their surplus purchasing power to the short-credit market take heart and direct 
it to the investment market and, through it, to the production of capital goods. Employment 
increases and so docs the demand for consumable goods. General prices take an upward trend 
and the spirit of enterprise broadens until both arc once more checked bv currency and credit 
having reached the limit to which the central banks consider it prudent to expand them in 
view of the available supply of monetary gold. 

It is well to re-state these well-known phases of a trade cycle in order to show that there 
is ample ground for the contention that such cyclic movements arc of monetary origin and by 
no means beyond control. Our analysis shows that the recent fall in the general level of prices 
has its origin in an insufficiency in the supply of currency and credit and that that insufficiency 
was brought about by the very reverse of economy in the use of the monetary gold that became 
available. It showed that a drastic; re-distribution of wealth was thus forced upon the world, 
that this caused the free flow of exchange to become badly clogged, with the result that the 
r *dl of general prices was accentuated and that the available amount of currency and credit 
became superabundant. 

It is legitimate to conclude* that if the gold-standard world had been supplied with an 
adequate amount of currency and credit by the exercise of reasonable economy in the use of its 
monetary gold supply, there would have been no fall of gcnei.d prices. If there had been no 
fall there would have been no re-distribution of wealth, no clogging of the How of exchange, no 
superabundance of currency and credit to supply the stimulus r or a reversal of tlu* movement, 
and therefore no trade cycle. 

The attached chart and table (Annexes K and F) strikingly illustrate the close correlation 
of the deficiency in tlu* supply of monetary gold (on tlu* assumption that an addition to tlu* 
monetary gold reserves of 3 per cent per annum is needed lo meet the requirements of an increase* 
of production at the same rate), with the movement of the general level of prices and the state* 
of unemployment in the period under review. A graph is added showing the movement of tlu* 
Hank of England's liabilities in respect e)f either deposits, together with the total note circulation 
(currency notes in issue being added te> the Hank of England notes before the former were taken 
over by the Hank). When examining the unemployment chart, it should be remembered that 
the coal strike in 1926, and its repercussions in 1927. are no doubt largely responsible for the* 
violent movements shown in that period. 


Hisixe; Pricks. 


Not much space need lie* devoted to tlu* analysis e>f the consequences of a rise in the general 
level of prices. They are pretty well the reverse of those of a fall. The diagram (Annex D) 
clearly shows how the share in the national income accruing to those who have fixed money 
claims is reduced, how the “ residue ” is correspondingly increased, and how the ‘ideal” division 
of the “residue” among the wage-earning and “entrepreneur' classes (/.c., its division in the 
same proportions as those of the original National Income and Distribution Account) raises the 
standard of living of the former and yet leaves the latter with a greater profit. The need for 
a readjustment of money wages is again strikingly illustrated by the lines A-H and C-I), hut it 
will be apparent that the readjustment, though no doubt liable to cause friction, is a much less 
difficult matter than in the ease of falling prices. To div ide the benefit of a surplus is a much 
less unpleasant affair than to divide the bu.den of a deficiency. 

The increased title to goods which accrues to the “residue” is exercised at once, both 
consumable and capital goods are in brisk demand, tlu; former mainly by the wage-earning 
community and the latter by the “entrepreneur” class, as well as by those having fixed money 
claims. The exchange of goods proceeds unchecked and at an accelerated rate. This, and the 
psychological effect of rising prices, stimulates enterprise, sometimes much beyond its legitimate 
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limits, until it is fiercely checked by the supply of currency and credit being no longer capable 
of expansion owing to the limitation put upon it by the available supply of monetary gold. 
The trend in the reverse direction is set in motion with all the evil consequences to which 
reference has been made. 


Stable Prices. 


Having illustrated diagrammatically (Annex D) the effect on the distribution of the national 
income of fluctuations of the general level of commodity prices, it may be helpful to show, in 
similar form, the development of things when general prices are stable. The appended diagram 
(Annex G) has been drawn for the purpose. Like the earlier diagram, it is built up from the 
figures of the original account, the vertical line above the figure O at the bottom of the chart 
representing the distribution in that account. It assumes that the national income increases 
at the rate of 3 per cent per annum compound, that the Public Debt Service remains at a constant 
figure, but that “interest and rent” (private debt) increases at the same rate as the national 
income—viz., 3 per cent per annum—it being assumed that the additional capital equipment 
needed to produce the 3 per cent increase of the national income will be provided by a rateable 
increase of private debt. The “residue” is divided in the constant proportions of the original 
account—viz., “other government expenditure” (9.5 per cent), “profits of enterprise” (22.8 per cent) 
and “ wage-earners ” (67.7 per cent). 

It will be seen that (except for the increase of private debt on the assumption made) those 
having fixed money claims will be receiving the same amount of real income right through the 
period, and that practically the whole of the increase of the national income accrues to the 
“residue”. It would be difficult to show that this distribution does not do full justice to all 
sections of the community; those having fixed money claims will be receiving the same amount 
of money of the same purchasing power they bargained to receive when the creditor and debtor 
position was created. In accepting a fixed money claim and receiving in return for it the superior 
security of a first charge on the income, they clearly gave up their claim to a share in any 
increase of income that arises from greater productivity. Those, on the other hand, to whose 
enterprise, energy and willingness to bear risks the greater productivity is in the main due— i.e., 
the wage-earners and “entrepreneurs”—are justly entitled to share between them the fruits of 
having created it. The division of the “residue” between wage-earners and “entrepreneurs” 
in the constant proportions of the original account secures to both an increase of income at a 
rate somewhat greater than 3 per cent per annum. The line A-B drawn across the diagram 
indicates the proportion of the national income that is needed to give to the wage-earners a 
constant standard of living, on the assumption that the population increases at the rate of 1 per 
cent per annum. That line brings out in a particularly striking manner how an increase of 
production in conditions of monetary stability makes available for the improvement of the standard 
of life of the wage-earners a steadily increasing margin, and yet satisfies the just claims of the 
“entrepreneur” class to a rateable share in the increased production. The diagram thus indi¬ 
cates that, in the conditions assumed, the standard of life of the wage-earners would be doubled 
in thirty years—indeed, that no section of the community benefits as much from an increase of 
production as they do. That increased production does not reach the wage-earner unless money 
wages are increased accordingly. Friction may, but need not, arise in the process, for, as in the 
case of rising prices, it is a question of dividing between wage-earners and “entrepreneurs”, not 
the burden of a deficiency, out the benefit of a surplus. Besides, in conditions of stability, it 
should not be beyond the wit of man to devise a system by which the wage-earner’s due propor¬ 
tion of the increased production is currently—almost automatically—transferred to him. JBut 
even if friction were to arise here and there, it can affect but slightly the immeasurable benefits 
which arise from the fact that, in conditions of price stability, a re-distribution of wealth is 
avoided and, with it, the profound disturbances that spring from it. There would be no check 
to the smooth flow of goods, the steadily increasing income accruing to the “residue” being 
currently exercised in tne purchase of consumable as well as capital goods. There would be 
no undue stimulus or deterrent to enterprise, nor would the smooth flow of savings to the capital 
market be interfered with. In a word, there would be no check to economic progress. 
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If the wisdom of the Genoa Resolutions had any need of support, the events of the last five 
years supply it in ample measure. Indeed, no theoretical analysis could demonstrate more 
convincingly the cause and effect of the fall of the general level of prices—that is, of the 
appreciation of gold—and particularly the magnitude and the all-pervading character of the 
disturbances resulting from it. 

The conquest of the forces of nature by the human race is increasing at a rate undreamt 
of only a little while ago. We are justly proud of it, and also of our achievements in the direc¬ 
tion of co-operation for the purpose of “rationalising” physical production. Yet we are denied 
the full enjoyment of the fruits of this conquest because we have apparently failed to “ration¬ 
alise” the monetary use of gold by co-operative action, thougl that alone can secure for us 
undisturbed economic progress—the very foundation of social and political peace! 

London, April 1930. 
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ANNEX A. 

WHOLESALE PRICES OF INDIVIDUAL COMMODITIES. 
Increase ( f) or decrease (—) per cent 
between March 31st, 1929, and March, 31st, 1930. 


Wheat, Foreign . 12.9 

Wheat, English. 5.1 

Flour. 4.3 

Barle> . 23.0 

Oats.*. 10.9 

Maize. 32.9 

Rice. 9.8 

Potatoes. 48.0 

Beef, English. 12.(5 

Beef, Argentine. 1.9 

Mutton, English. j- 5.0 

Mutton, New Zealand. 10.0 

Bacon. Danish . 2.7 

Cereals and Meat... 10.1 

Tea. 3.0 

Coffee. 4.1 

Cocoa. 0.2 

Sugar, cane. 0.5 

Sugar, refined. — 0.4 

Cheese, Canadian. 7.7 

Butter, Danish. 10.2 

Coco oil. 4.3 

Tobacco. i 2.3 

Other Foods. . . 5 3 

Cotton, American. 21.8 

Cotton, Egyptian. 20.5 

Cotton yarn. 22.7 

Cotton cloth. 12.5 

Wool, English. 34.0 

Wool, Australian. 41.2 

Wool tops. 40.9 

Silk. 22.2 


Flax. — 32.0 

| Hemp. - 18.4 

1 Jute. — 26.1 


Textiles... 27.0 


i Pig iron. j- 0.7 

! Steel rails. 

I Iron bars. \- 4.9 

! Tinplates. 

Coal, Welsh exp. 7.0 

Coal, Durham gas. ! 8.2 

Coal, household. 2.3 

1 Lead. 21.9 

j Tin. 22.7 

j Copper. 25.8 

| Spelter. 31.9 

Minerals... - 9.9 

Timber, English. 

Timber, Swedish. 5.3 

Cement. 

Hides. 14. 

Leather. 4. 

Petrol No. 1. — 

Petroleum oil. — 

Fuel oil . 

Linseed oil. j- 39.7 

Tallow. 3.3 

Rubber. 30.7 

Soda, crystals. — 

Sulphate of ammonia. 24.1 

Creosote. 28.0 

Miscellaneous... - 0.5 
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ANNEX C. 

THE AVAILABLE SUPPLY OF MONETARY GOLD AND AMOUNT NEEDED 
TO INCREASE GOLD STOCKS BY 3 PER CENT PER ANNUM. 


End of 

New gold 
becoming 
available for 
monetary 
purposes. 

Gold sterilised .... 
Gold released from 
sterile reserves .. 

i 

Net 

additions 

to 

monetary 

gold 

reserves. 

Addition 
of 3% 
needed x . 

i 

Deficiency. 

Economist 
Wholesale 
Price Index 
1913 — 100. 









Rise 



In * 

millions. 



Index. 

or 

Fall 








i 

%> 

Dee. 1924. 

71 

U.S. A. 51 ) 

Argentine -|- 7 > 

-47 

27 

62 

<>/ 

35 56.5 

172. 1 

+• 'Ll 

Dee. 1925 

— 4 

U. S. A. . -| 23 > 
Argentine — 1 1 

|-22 

18 

63 

45 72.0 

153.0 

—11.2 

Dec. 1920 

70 

U.S. A. .. 

-10 

51 

61 

13 20.3 

145.1 

— 5.2 

Dee. 1927 

50 

U. S. A. . +20 i 
Argentine —16 S 

1 - t 

51 

65 

11 17.0 

141.9 

_ 2.2 

Dee. 1928 

82 

U.S. A. . +48 j 
Argentine —16 f - 
France... - 56 \ 

-24 

58 

67 

9 13.4 

136.5 

— 3.8 

Dee. 1929 

60 

U.S. A. .—32 a 
Argentine +36 [ - 
France...—78 \ 

-74 

—14 

68 

82 121.0 

126.9 

— 7.0 

Mar. 1930 







119.4 

— 5.9 


Reckoned on stock of gold money at end of previous year. 
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ANNEX E. 




the Volume of Production being Constant. 

























ANNEX F. 

DETAIL OF STATISTICS USED IN CHART (ANNEX E) 
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PRICE STABILISATION 1 

By 0. M. VV. Sprague. 2 


Money credit and price problems have been often discussed at meetings of til's Association 
and these topics will doubtless be found on many future programmes. If, fifteen years henec, 
the records were to show during the intervening years a course of prices which without conscious 
effort to that end had been exceptionally stable, free from secular trends and also from decided 
short-time fluctuations, it could be confidently presumed that the period had been one of con¬ 
spicuous economic tranquillity, free from decided disturbances and presumably marked by 
decided progress and increasing economic well-being among all classes in the community. Note 
chat 1 say price stabilisation secured without conscious effort to that end, because it is the 
purpose of this paper to enquire whether it is possible to secure, by direct efforts to maintain price 
stability, those advantages which stability coming of itself would undoubtedly reflect. Or, to 
state the matter in another way, I shall undertake in this papt r to suggest monetary measures 
and credit policies designed to maintain a maximum degree of stability in the commodity price 
level and also at the same time to indicate certain limiting conditions to which a programme 
of complete price stabilisation is apparently subject. The exposition must necessarily be of 
a summary character, but [ venture to think that some gain in understanding may be 
derived from a succinct, comprehensive treatment of this intricate problem. 

For the purpose of analysis, it is convenient to distinguish various diverse sets of influences 
and types of change to which the general level of prices is subject. These changes may 
be classified as follows : long-period or secular price trends; changes in relative price levels of 
different countries required to maintain equilibrium of payments; cyclical price changes; and 
linally, price fluctuations incident to considerable changes in demand for commodities and 
services and to changes in methods of production, costs, and location of industry, and variations 
in harvests. Here at the outset, it is most important to insist thac this or any other classifi¬ 
cation of price changes has serious practical limitations. At any given time or place, prices may 
be subject to several and perhaps to all of these various influences. The significance of parti¬ 
cular price movements can seldom be clearly determined and, consequently, the advisability of 
taking measures to reverse sueh tendencies will, except in extreme cases, be far from self-evident. 
Price instability may and often has been a cause of economic instability, but equally certain is 
it that economic instability occasions some measure of instability in the general level of prices 
as well as in prices of particular commodities. And it is not certain that enforced or managed 
price stability, even assuming it to be possible, would contribute in all circumstances to general 
economic stability. 


Secular Price Trends. 

I open the discussion with an examination of the possibilities of overcoming secular or 
long-period price trends because variations of this general character seem to be most definitely 
susceptible of control. Assuming the maintenance of the gold standard now happily restored 
throughout most of the world, it will be generally agreed that the average level of prices for any 
given decade, say from 1935 to 1945, will b^ determined by the amount of monetary gold and 


1 Published in the American Economic Reviczv , Vol. XIX, No. 1, March, 1929. 

2 At present with the Bank of England; formerly Converse Professor of Banking and Finance at 
the Graduate School of Business Administration, Harvard University. 
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the volume of currency and credit resting upon that gold. If a rigid mechanical relationship 
between gold and the volume of the purchasing medium obtains during those years, the level 
of prices will exhibit a rising trend if supplies of new gold are abundant, a declining trend if 
the production of gold is not maintained. It would be a mere chance occurrence in the nature 
of a windfall for the world at large if supplies of gold happened to provide the basis for a 
purchasing medium that did not subject the course of prices to secular or long-period trends. 

For the future as in the past, the amount of monetary gold will be a most uncertain quantity 
and consequently, under monetary and banking arrangements which impose a rigid relationship 
between gold and the purchasing medium, secular price trends arc inevitable. But, happily, 
it is not essential, to ensure the satisfactory functioning of monetary and banking systems, that 
any particular proportion between gold and the purchasing medium shall be maintained without 
change for indefinite periods. Monetary changes in the past have been frequent enough, some 
good and some the reverse. Desirable monetary changes have commonly been designed to 
meet particular defects in the administration of currency and credit. They have not been 
direeted toward rendering possible or facilitating such adjustments of the supply of the purchas¬ 
ing medium to varying supplies of gold as might serve to lessen or eliminate secular price trends. 
Let it become generally recognised throughout the world that it is desirable to free the course 
of prices from close dependence upon gold stocks and the general character of the measures 
that should serve to counteract long-time price* trends in either direction can be* readily indicated. 

I take first for consideration the simpler and perhaps more unlikely case of a superabundance* 
of gold in the years ahead. The employment of gold coin or of gold certificates where paper 
money is preferred for hand-to-hand use, together with rising reserve ratios in banks of issue*, 
would serve to absorb a huge additional amount of gold at the existing level of prices of different 
countries. In the United States of America, for example, notwithstanding the disproportionate 
share of monetary gold which it still holds, thanks to its complicated currency and credit arrange¬ 
ments, it is possible to absorb further gold accretions of at least two billions of dollars and 
completely to neutralise the power of such an inflow to bring about expansion in the purchasing 
medium. The following means of absorbing surplus gold may be mentioned in this connection : 
calling up the unpaid portion of the capital of the Federal Reserve Banks; lengthening the time 
schedule for credit to reserve balances of member banks on items collected by Reserve Banks; 
designation of additional cities as reserve or central reserve cities; changing the method of 
computing net deposit liability of member banks which would transfer to demand deposits those 
time deposits which are only nominally of a savings character; transfer of Government deposits 
from depository to Reserve Banks; reduction in total can ing assets of Reserve Banks; substi¬ 
tution of gold certificates for the six hundred and fifty millions of national bank-notes now in 
circulation; and finally, retirement of the United States notes and perhaps also of the silver 
certificates. Evidently, the United Stato of America is in a position to do its full share in 
offsetting the effects of any extraordinary increase in the supply of gold. Means arc readily 
available. The real obstacle is the common preference of the business community for rising 
prices and low rates in the money market. 

Turning now to the case of stationary or declining gold production, wc are confronted by 
a problem that involves greater difficulties and one as to which the range of action is doubtless 
subject to more definite limitations. But here also much can be accomplished if the will to act 
is present. As larger amounts of gold may be used as currency and locked up in bank reserves 
when gold is in abundant supply, so also within wide limits is it possible to economise gold botli 
as currency and in bank reserves in the event of a gold shrinkage. There is no particular ratio 
between gold on the one hand and currency and credit on the other that is needed to ensure 
safety and the satisfactory functioning of the banking system of a country. Gold reserves are 
needed to inspire confidence, to provide the means of settlement of foreign balances and, finally, 
to place a limit upon the amount of additional credit that may be extended upon the acquisition 
of auditional gold, but obviously this last is a consideration that loses weight in a period when 
new gold is in scant supply. 

Taking the United States of America again for illustration, a succession of reductions in the 
required proportion of gold to Reserve Bank liabilities would not be a matter of serious concern 
calculated to weaken confidence in the strength of our banking system. After all, the strength 



of a banking system is measured by the character of the loans and investments of the banks, 
not by the possession of a little more or a little less gold. Far better a price level ten or fifteen 
years hence here and elsewhere at about present levels and 25 or 30 per cent gold ratio at tlu* 
Reserve Banks than a much higher ratio and a much lower price level. 

Statutory requirements of a definite minimum reserve ratio against currency and deposits 
obviously place limits upon possibilities of economising gold in the event of scanty supplies. 
In this country, through the Reserve Act and its amendments, a given amount of gold will 
support a larger volume of currency on deposit credit than formerly, but a definite limit of 
expansion still appears in the requirement of specific reserve balances in the case of member 
banks and in the minimum reserve ratio against both notes anc. deposits of the Reserve Banks. 
In England, also, the prescriptions of the Act of 1814 have been slightly relaxed by recent legis¬ 
lation, but elsewhere (the 35 per cent minimum ratio of the Bank of France is a notable instance) 
we find a general tendency to introduce statutory provisions that impose a definite relationship 
between gold stocks and the aggregate volume ot credit. To meet the contingencies of a shrink¬ 
age in gold output if a declining price trend is to be escaped, a public opinion must be developed 
favourable to the relaxation, if not the elimination, of minimum reserve ratios. 

To permit needed economy in the use of gold in the future, positive legislation may be 
needed in this and other countries. At present, there seems to be a very real danger that policies 
may be adopted which will lock up additional gold. In this country, for example, the retirement 
of the national bank-notes in 1930 when the bulk of the bonds bearing the circulation privilege 
becomes payable has been urged. These notes require no gold backing, but if their place is 
taken by Federal Reserve notes, a gold reserve of at least 40 per cent of their amount will be 
required and a still larger amount of gold will be rendered unavailable if the Reserve Banks do 
not hold sufficient cover in re-discounts and acceptances to make up the balance. Unless pro¬ 
vision is made for the issue of Federal Reserve bank-note s which require no gold backing, it 
would se« m clearly inexpedient to adopt a policy which would make a quite unnecessary and 
possibly undesirable drain upon monetary goid stocks. 

Minimum reserve ratios arc particularly objectionable because they necessarily limit avail- 
aide gold to such amounts as are in excess of such requirement together with the further amounts 
that can be set free by the very limited possibilities of currency and credit contraction at any 
given time or place. Required reserve ratios tend to induce a scramble for gold among central 
banks and work against the establishment and steady maintenance of free gold markets. And 
it cannot be too strongly emphasised that the avoidance of scrambles for goid and the mainte¬ 
nance of free gold markets are absolutely essential to render a poliev of economy in the monetary 
employment of gold both safe and practicable. 

Finally, it is to be noted that no single country can go far in the execution of a policy designed 
to cheek a secular price decline. It would be faced, not only by a continuous loss of gold, 
but also by a persistent depressing situation for its exporting industries. A co-operative spirit 
among central banks with a common objective, a spirit similar to that which has been manifested 
in bringing about the return to the goid standard, is indispensable if the disturbing influences 
of long-period declining price trends is to be moderated. And even though co-operative policies 
are adopted by central banks and gold restrictions on credit are made more elastic, the counter¬ 
action of declining price trends would still involve difficulties and complications that would 
require experienced and far-sighted management. At any given time or place, it will always be a 
difficult matter to distinguish the secular trend of prices amid tiie confusing variety of other 
influences which are responsible lor price fluctuations. In general, howevpr, it may be presumed 
that a persistent and world-wide price decline maybe taken as fairly conclusive evidence that the 
course of prices is being positively and undcsirablv affected by an inadequate supply of gold. 


Rklatixe Prick Level. 

There is some danger that secular price trends may not he clearly distinguished from price 
changes that are peculiar to single countries or a limited number of countries similarly 
situated, the price levels of which may be subject to long-period changes that arc entirely 
independent of the abundance or scarcity of gold. Even the entire elimination of secular 
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price trends does not signify the elimination from time to time in various countries of very 
considerable price level changes that might extend over considerable periods of time. The 
financial and trade position of a country relative to other countries may experience decided 
changes and the maintenance of payment equilibrium may involve for that country material 
modification of its level of money prices. In borrowing countries, a relatively high price level 
obtains, but, when interest and payments on principal come to exceed new borrowing, a decline 
in the price level relative to other countries is inevitable unless quite exceptional productivity 
and foreign demand combine as offsetting influences. Reparations and Inter-Allied debts 
furnish another instance. Efforts to maintain a given level of prices in cither the paying or 
receiving countries must obviously greatly enhance the difficulties of making settlements. 
Some changes in relative price levels of different countries are a natural and necessary conse¬ 
quence of changing economic and financial relations. 


Cyclical Prick Changes. 

I now turn to cyclical price changes and here I can do little more than re-state the 
position which I developed in a paper read at a meeting of the Association some eight years 
ago. When prices have been rising rapidly and there is evidence of widespread speculative 
buying in commodity markets and labour is fully employed, it is imperative that central banks 
take energetic measures to restrain further credit expansion. And this policy can be made 
effective since at such times it is certain that no considerable additional supplies of credit can 
become available except through the extension of additional accommodation by banks of issue. 
The problem remains for consideration, however, whether central banks can do more than this 
and, at an earlier stage, upon less definite evidence of the incubation of a boom, take measures 
to impose restraint; and here, I must frankly say that I do not think our experience furnishes 
a positive guide to action. 

Moderate price advances or moderate price declines may reflect a wide variety of conditions 
and consequently to counteract cither an advance or a decline at any given time may be advan¬ 
tageous or the reverse. We cannot determine the matter from the course of prices alone. 
Extreme and persistent price changes in either direction may well be counteracted with advan¬ 
tage to the community. Moderate changes in prices can be taken at most as only one factor in 
the determination of credit policies. It is not enough that in recent years there may have been 
fairly close correlation between Reserve Bank policies, price movements, and business activity. 
In some measures, Reserve policies have been timed on the basis, not of prices alone, but the 
analysis of all other factors bearing upon the industrial and financial position. We cannot say 
that, because an easier money market in the midsummer of 1924 contributed to price stability 
and assisted business revival that similar sr^isfactory results would have been attained if that 
policy had been adopted some months before. Economic adjustments incident to large changes 
in demand or in supply affect, not only particular prices, but also the price level and it is by no 
means certain that a credit policy largely influenced by slight changes in the price level would 
facilitate necessary adjustments. When such adjustments have been initiated, liberal credit 
may facilitate the process, but there is danger that an early application of such assistance will 
rather serve to defer the process of adjustment and perhaps render it more difficult. 

Finally, there remains for mention the possibility that it may be desirable at times, on 
account of particular excesses in the employment of credit, to impose restraint even though 
prices are tending downward. Stock exchange activities seem to afford a recent instance and 
also, perhaps, instalment sales, financing and building activities. Such particular aberrations 
may reach serious dimensions in the absence of a general advance in prices. And they suggest 
that price changes at times must be disregarded in the determination of credit policies. 

Jn view of the diversity of causes and consequent uncertain significance of slight changes 
in the price level, it would seem to be desirable that any programme of price stabilisation should 
allow for what may be called a margin of tolerance. Fluctuations in price of, let us say, five and 
perhaps even as much as ten points above or below a level that had manifested a fair degree of 

E ermanence might well be regarded with indifference requiring no particular action. It should 
e noted that this limitation to decided changes in prices would greatly facilitate the execution 
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of a stabilisation policy. The relationship between changes in the volume of credit and currency 
and price changes are not sufficiently exact and immediate to permit a definite determination 
of the measures that would serve to offset a change of a few points in an index number. Under 
different circumstances, the effect of a given amount of contraction or expansion in the volume 
of credit might range ail the way from complete ineffectiveness to the initiation of a decided 
price movement. 

In the execution of a stabilisation problem, appropriate means of measuring the course of 
prices must be employed. That any single index number will serve all purposes seems doubtful. 
To measure secular trends and cyclical fluctuations, a wholesale price index which includes many 
commodities, such as that of the Bureau of Labor, seems inadequate. A general purpose index, 
such as that which has been constructed at the Federal Reserve Bank of New York, does not 
appear to be sufficiently sensitive, while basic commodity indices are apparently unduly so. 
For the particular problem presented by price changes required to maintain exchange equi¬ 
librium a special index is required, an index which in some way measures general changes in unit 
money costs of production. Perhaps such an index might be based upon a selection of those 
commodities which arc neither exported nor imported. An index of this character would 
1 Dughly measure the changes in money costs that may be required to maintain the equilibrium 
of payments with other countries. 

For a number of years now, measures directing the Reserve Banks to use their powers to 
maintain price stabilisation have been before Congress. At hearings, first in 1!)26 and again 
in the spring of 1028, I expressed great doubts of the advisability of such amendments to the 
Federal Reserve Act. Assuming, however, definite recognition of the limitations to which price 
stabilisation is subject, I have reached the conclusion that a stabilisation amendment might 
prove serviceable. In the administration of the Reserve system, there is danger Unit particular 
considerations, such as the protection and development of the acceptance market or treasury 
finance, may he given undue weight. Moreover, such a doubtful objective as money market 
stabilisation is apt to bulk too largely in the minds of those charged with the administration of 
the Reserve Banks. A few general principles taken as desirable objectives should neither unduly 
hamper nor enforce action, and, in particular a price stabilisation provision in the Reserve Act 
might well prove helpful in its bearing upon future monetary legislation and in the development 
of co-operative policies and arrangements with foreign bank officials. 
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At its meeting on June 8th, 1928, the Council adopted the following resolution : 

“ The Council requests the Financial Committee to consider to what extent and in 
what way the League of Nations could most usefully assist in the study and solution of 
the problem of undue fluctuations of the purchasing power of gold.” 

The work devolving on the League of Nations in connection with the study and solution of 
the problem of undue fluctuations of the purchasing power of gold cannot, we think, be usefully 
undertaken until a fairly clear idea has been formed of the lines which such an investigation 
should follow—whatever body or bodies may be asked to conduct the enquiry —and of the 
general trend of its probable conclusions. 


1 Financial Attache to the French Embassy in London; formerly Member of the Economic and 
Financial Section of the Secretariat of the League of Nations. 
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In order to prepare the ground for the discussion which will no doubt arise in tlie Financial 
Committee, some relevant information has been embodied in the present note, bearing more 
particularly upon the following points : 

A. Methods of recording fluctuations of the purchasing power of gold. 

B. Causes of variations in the general price lev el. 

C. Methods of influencing the total amount of ( redits granted. 

We cannot sufficiently stress that the considerations embodied in this note have been set 
down without following any hard-and-fast principle and without any claim to absolute precision. 
In order to ascertain what the League could do in this field, wx thought it necessary first of all 
to find out what there was to do. An attempt has therefore been made <o determine the subjects 
requiring study, rather than to forecast the outcome of such study. 

Where it as been found necessary for the logical sequence of the argument to indicate the 
probable result of the investigations to be undertaken, suggestions have been put forward rather 
than proofs. Moreover, since the present note is only to serve as material for the discussions 
c r the Financial Committee, we have intentionally refrained from drawing any conclusions with 
regard to the part which the League of Nations might play in the ‘‘study and solution of the 
problem of undue lluetuations of the purchasing power of gold 


A. Methods of recording Fli'cti t .^tcons of the Prn< n \sino Power of Colo. 


The repercussions of important fluctuations of the purchasing power of g' id have been 
brilliantly discussed in a memorandum by Sir Ilc nry Strakoseh (see page 7). It, would not 
appear necessary, therefore 1 , to i\ vert io this question here. 

Let us assume, then, that, after having agreed upon the importance of securing the greatest 
possible stability in the purchasing power of gold, or what amounts to the same thing—in the 
general price level, it had been decided to enquire to what extent and by w r lu«t means this result 
could be achieved in actual practice. 

Thus stated, however, the problem is obviously ill defined, and the first step will have to 
be a clear setting-out of its terns. 

The purchasing power of gold and general price levels are. i) Iced, terms which convey 
something to the mind, but whose meaning is quite vague. ObviouJv, it is desirable that, for 
a stabilisation policy, we should have an index number calculated according to invariable rules. 

Now, there is not merely one index for the general price level, but there are a great many 
Before enquiring whether, and by what means, the general price level could be regulated, it is 
essential to know in respect of which general price level an attempt at regulation is, if possible, 
to be made. 

We need only consider that an index of this kind always consists of a mean between the 
relative figures obtained bv dividing, in the ease of a series of market commodities, the price 
obtaining at the time in question by the corresponding price over a specific agreed period called 
the basic period, in order to realise the difficulties which the selection of an index for the general 
price level must necessarily present. 

The first difficulty is due to the fact that there is not a single standard mean, but there are 
a vast number : the arithmetic mean, the geometric mean, the harmonic, the median, etc. The 
first problem is, therefore, the selection of a formula by which the mean is to be calculated. 

Having fix'xi on this formula, a second difficulty arises namely, the selection of the commo¬ 
dities whose price is to be incorporated in Mie index formula, since it is clearly impossible to 
include the prices of all commodities. Thus, it will be necessary to decide whether the index 
for the general price level should take into account wholesale prices only, or whether it should 
cover retail prices, wages, rents, transferable securities, etc. 

Then a third question will arise -namely, the importance to be attached to each price in the 
index formula. It is, for instance, quite obvious that more weight must be attached to fluctua¬ 
tions in corn oj "eel prices than to variations in the cost of pepper or mustard. 
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This is the problem of weighting— i.e ., the determination of the coefficients which must be 
applied to each price in the selected formula. This problem must be tackled, for if the same 
coefficient were to be given to every commodity, the problem would not be evaded : indeed, it 
would be solved—and probably in the worst possible manner. 

To sum up : the first question—namely, the selection of the index the fluctuations in which 
it is proposed to attenuate—raises in its turn the following three problems : 

(a) Selection of a formula for the index. 

(b) Selection of prices to be incorporated in the index. 

(c) Selection of a method of weighting. 

Wc should mention that these three problems have seldom been studied from the point of 
view of our present enquiry. They have almost always been dealt with by statisticians who are 
more interested in the methods of calculating indices than in the use to which the latter are to 
be put. It would appear essential, therefore, that in any new enquiry a sharp distinction should 
be drawn between the determination of the index and its practical calculation. 

In the first place, the theoretic index which is best adapted to the problem in hand will 
have to be sought, and then a method of obtaining in actual practice an index approximating 
to this as nearly as possible. To proceed otherwise and to seek to deduce the formula to be 
adopted from statistical considerations would be tantamount to endeavouring to perfect a system 
of calculations without knowing what the object of the calculations is to be. 

The problem is, however, by no means as indeterminate as it may appear at first sight. In 
order to realise this, it will be sufficient to observe the very close analogy existing between the 
general trend of the variations of indices calculated according to very different methods. 

After having systematically observed and measured this apparent lack of response of indices 
to the conditions governing their calculation, its cause will have to be sought. Once this has 
been found, wc shall probably have arrived at conclusions which will simplify the three problems 
just set forth and will lead to solutions upon which agreement can probably be reached. 

Having secured agreement as to the method of measuring the general price level, means 
will have to be sought of attenuating fluctuations, and consequently of determining the causes 
from which they arise. 


U. Causes of Variation in the General Price Level. 

The causes of the variation in the general price level constitute a stock problem of political 
economy. Many solutions have been put fci ward. The least that can be said is that none of 
them have as yet secured unanimous approval, and that, particularly during the post-war period, 
controversies were frequent as to the nature of the causes responsible for variations in the general 
price level. Some people, such as Irving Fisher, hold that variations in the number of monetary 
units in circulation are in all eases responsible, whereas others, such as Rist, apparently consider 
that fluctuations in monetary stocks are a consequence rather than a cause. 

In studying the problem of how to restrict undue fluctuations of the purchasing power of 
gold, it is of importance that the various theories put forward should be investigated and that 
an endeavour should be made to determine the factor or factors which must be influenced if a 
regulation of the general price level is to be attempted. 

This may be considered to be a purely theoretical problem. Yet, to attempt to set up machi¬ 
nery without having previously ascertained the forces which will be responsible for its operation 
is surely like starting to walk without knowing whither one wants to go. In the present case, 
the practical problem at issue is the determination of the exact causes of fluctuations in the 
general price level. 

It should be pointed out, however, that this enquiry will only affect to a very slight degree 
the conclusions which are already to some extent foreseen, and will not disclose any new means 
of regulating the general price level; yet, by elucidating the system according to which these 
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means operate, their scope will be clearly defined and an opportunity afforded of refuting false 
theories or theories that go too far. 

This problem, too, is by no means as indeterminate as it appears at first sight. As we 
stated in the preceding paragraph, the index of the general price level represents a formula for 
a certain mean, and, as such, possesses certain clearly defined arithmetical properties. In the 
first place, a technical enquiry will show that, given equal conditions in regard to the quantities 
of commodities offered, the index of the general price level will be more or less unaffected by the 
distribution of demand between various commodities, and that it will only vary : 

(1) In direct ratio to demand— i.e . the total sum expressed in monetary units 
which the whole body of purchasers devote to their purchases during the period under 
consideration, regardless of the distribution of this total demand as between various 
commodities; 

(2) In inverse ratio to supply— i.e. the total quantities placed on the market 
during the same period, these being expressed as units according to some definite 
system. 

This relation is not vague and approximate, but a constant one which can easily be demon¬ 
strated as being a certain index of the general price level, and which can to a large extent be 
verified in respect of all indices calculated on a practical basis. As a result rof a technical enquiry, 
it should therefore be possible to secure unanimous assent to this principle. 

This relation once established, the problem of variations in the general price level has to 
some extent been defined, since this level can only vary according to the fluctuations in the total 
supply or demand. 

Supply depends on a whole series of circumstances—meteorological conditions, techno¬ 
logical conditions, business activity, etc.—upon which it is impossible to exert a direct influence. 
There is no means, therefore, of restricting the variations in the general price level except by 
controlling demand,— i.e., by attempting to adjust it to variations in supply. 

Now, demand represents the total of all individual demands expressed in terms of money, 
whatsoever the object of the demand. In other words, it is the total amount of money which 
all persons using one and the same currency devote to their purchases in, say, one year, whatever 
the object of these purchases ; for instance, goods, services, shares, bonds or more or less long¬ 
term securities, representing expenditure on consumption, stocks for subsequent rc-sale, or 
savings. 

Thus, the resources “ used ” by the whole body of purchasers in any given year may be 
divided into two parts : first, the total resources of these purchasers accruing to them from sales 
of all kinds (not only sales for the needs of consumption, but also for subsequent re-sale) and from 
services rendered, or from cash received in respect of dividends, repayments or amortisation, etc.; 
and, secondly, the difference between the credits granted and the credits refunded. 

In order to obtain a definite idea of this relation, and to realise that demand is of necessity 
bound to equal the total of these two components, the meaning of the terms “ credits opened 
and “ credits refunded ” must be clearly understood. 

Any operation, whatever its form, which will enable a person to purchase beyond his normal 
income (i.e., income accruing to him from sales or receipts of cash in the widest sense of the 
term) should be regarded as an opening of credit. In this connection, it should be pointed out 
that the granting of credit by a bank—and this is the operation generally known as the opening 
of credits—is exactly the same thing as granting time for payment. From the monetary point 
of view, these two operations are of the same kind : they furnish purchasing power in excess of 
that existing; they must therefore fall within the scope of the problem we are considering. 

Conversely, the refunding of credits previously granted means the effecting of payments 
which were in arrears, both in the form of loans by banks and in that of time allowed for 
repayment. Again, from the monetary point of view, these two forms of credit are equivalent, 
since they result in a diminution of the available purchasing power. 

However, as has previously been pointed out, the general price level can only be affected 
in practice by bringing influence to bear on the total demand. Since demand consists of two 
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component factors—actual revenue and the excess of credits granted over credits refunded - 
the problem of regulating the general price level is actually that of regulating these two compc 
nent factors of the total demand. 

The first, representing what has been called the normal revenue of a country, depends 01 
a large variety of circumstances : the general price level, yield of crops, productivity, technica 
development, availability of skilled labour, business initiative, etc. Its total may be substan¬ 
tially influenced in the long run, although only indirectly, by the State : by its financial, economic 
and fiscal policy; or by the bank of issue : by its credit policy. 

The bank of issue can, however, take direct and rapid action in order to regulate the diffe¬ 
rence between the total amount of credits opened and that of credits refunded, and it is generally 
admitted that this is the only satisfactory and practical method of influencing the general price 
level. Therefore, in order to attenuate undue fluctuations of the purchasing power of gold, each 
country should at all times internally adjust total demand to total supply by regulating the 
margin between the total amount of credits opened and the total amount of credits refunded. 

This brings us to the third and unquestionably the most important group of questions 
which will have to be studied—namely, those bearing upon the methods of influencing the margin 
between the total amount of credit opened and the total amount of credit refunded, the efficacy 
of these methods and the limits within which they can be applied. 


C. Measures capable of influencing the Difference between the Total Amount 
of Credit opened and the Total Amount of Credit refunded. 


These measures will vary according as the gold standard or the gold exchange standard 
has been adopted. In a systematic study, the two cases must be considered separately. 


I. In Countries which have adopted the Gold Standard. 

In theory and practice a direct relationship is generally held to exist between the volume 
of credit granted and the quantity of actual money in circulation. The conclusion is that the 
purchasing power of gold depends on the extent of the metallic resources. It must be admitted, 
however, that this theory is frequently challenged, and that, even if it is accepted, in the above 
form it conveys no idea of the sensitiveness and precision of the mechanism it implies. Now, 
if such a mechanism exists, it can be described, and before proceeding to discuss it we 
shall do well to analyse it in detail and to see how it works. For the purpose of a practical enquiry 
into the problem of how to attenuate the fluctuations of the purchasing power of gold, it will 
not do to adopt offhand the vague notion that there is a certain relation between the quantity 
of currency in circulation and the total volume of credit granted. We must first ascertain 
whether such a relation really exists and, if so, what is its mechanism. 

It should be added that no new conclusions can be expected from such an analysis, but that, 
by throwing light on the difficulties of the problem, a certain measure of agreement might be 
reached where now there is only uncertainty and controversy. 

An endeavour has been made in the following pages to sketch the outlines of such an enquiry, 
but, we must once more repeat, without laying down any hard-and-fast principles and without 
attempting to cover all the aspects of the question. All that has been attempted is to make 
forecasts of the probable form of the conclusions to which such an enquiry might lead. 

Throughout this enquiry, the fact must never be lost sight of that to grant a credit is, as 
has already been shown, to give an individual the means of buying in excess of his normal income, 
and that this can be done either by furnishing him with monetary units in any shape or form 
(gold, bank-notes or credits)—this is the credit or discount operation generally practised by the 
banks—or by according extension of time for payment, which is the form of credit generally 
granted by traders. 
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Next we must examine the mode of operation of the organisation on which the whole mone¬ 
tary system rests— i.e., the bank of issue. 

As a rule, a bank of issue grants credit by means of discounts or advances, but it always 
makes them available in the concrete form of monetary units, whether notes or bank credits. 
It would appear as if its main business were to create currency units notes or bank credits — 
and sell them on credit. 

This process of turning out money, however, cannot go on indefinitely. These monetary 
units are legally redeemable in other currency—gold under the gold standard system and gold 
or foreign exchange under the gold exchange standard system. Experience shows that, in order 
to meet regularly all the demands for repayment that are presented to it—in other words, to 
inert its legal liabilities—the bank of issue must always keep in stock a metallic reserve of gold 
equivalent to a given percentage of the number of monetary units it has created. 

It is true that this obligation, the need *or which is self-evident, is generally imposed 
by law with an ample margin of safety which in normal times protects the bank against any 
difficulties as regards the supply of ready money. 

The bank of issue is thus legally obliged to keep in hand a metallic reserve equivalent either 
to a given proportion of its sight liabilities (notes and bank credits) or, as under some old statutes, 
of the value of all notes issued in excess of a fixed amount. 

We shall deal here only with the former type of statutes, as the latter type operates in much 
the same way. 

The bank of issue’s obligation always to keep its metallic icserve proportionate to the total 
amount of its sight liabilities, limits those liabilities—that is to say, the sum total of the credit 
which the bank may grant—to a maximum which again is dependent upon the bank’s metallic 
reserve. 

If, for instance, the bank must always possess in gold 10 per cent of its sight liabilities, it 
can only grant credit up to a maximum equivalent to two and a-naif times its cash reserve. This 
limit will expand or contract according as Hie bank’s metallic reserve increases or diminishes. 

The following diagram is intended to . how the relation between the total amount of the 
bank of issue’s metallic reserve and the maximum amount of credit it may grant (no attempt 
has been made to express the probable ratio between the different blocks of credits). 


Maximum of credits granted by 
* trade. 

Maximum of credits granted by 
private banks. 


Maximum of credits granted by 
bank of issue. 

Metallic reserve of the bank of 
issue. 


The bank of issue, although it has the monopoly for the issue of bank-notes, is of course 
not the only bank that grants credit. All private banks may allow discounts or make advances 
in the form of the bank credits. 

But the private banks, like the bank of issue, are obliged to redeem on demand, not in 
gold, but in legal currency, the credit which they have granted. They are therefore compelled 
to keep in hand a certain amount of legal tender, and experience shows that this reserve should 
always represent about a tenth of their sight liabilities— that is to say, of the total of the deposits 
and current accounts in their custody. 

In some countries, particularly in the case of “member banks” in the United States 
of America, this proportion is fixed by law, but a study of balance-sheets in all countries, 
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especially in France and England, shows that, where no legal provisions exist, practice has 
imposed rules which lead to the same results. 

The conclusion is that the limit of the credits which private banks can grant will be propor¬ 
tionate to the amount of their cash holdings. 

As all credits granted by the bank of issue are legal tender, the cash holdings of private 
banks will mainly consist of the notes or loans of the bank of issue—that is to say, will come 
out of the volume of credit represented by block 2 of the foregoing diagram. 

If the volume of credit represented by block 2 was wholly absorbed by the private banks, 
the maximum credits which private banks might grant would represent about ten times the total 
volume of credit expressed in block 2. 

This is not the case, however, in actual fact. The bank-notes, as well as part of the bank 
credits of the bank of issue, are to a large extent absorbed into circulation. 

But if the amount of currency tokens, notes or bank credits absorbed into circulation does 
not diminish, the amount of the private banks’ cash holdings cannot increase unless the credits 
granted by the bank of issue are also increased. The maximum credit that can be granted by 

E ite banks cannot increase without a corresponding increase in the total loans made by the 
of issue. Accordingly, by increasing or clecreasing the amount of the latter, the former’s 
maximum will be raised or reduced. 

In the foregoing diagram, it was assumed, for the sake of clearness, that a third of the credits 
granted by the Dank of issue was absorbed into the cash holdings of private banks. If this were 
so, and assuming that the liquid reserve of private banks should always be equivalent to about 
a tenth of their total sight liabilities, the maximum of the loans which might be made by private 
banks would be about three times the amount of the monetary units created by the bank of issue 
and about seven times the amount of its metallic reserve. 

It must be emphasised, however, that these proportions vary from country to country and 
are only given here by way of illustration. They might be ascertained in each individual case 
by means of systematic enquiries; the material point, however, is not to determine their ratio, 
but simply to discover whether, other things being equal, it presents a certain degree of stability. 

It is true that banks are not the only institutions that grant credit; any trader who sells 
his wares without requiring immediate payment is in reality making a loan to his client, which, 
from the monetary point of view, is exactly comparable to the loan which that customer might 
have obtained from his bank in order to effect the same purchase. 

Nevertheless, neither a trader nor a bank can give credit indefinitely. To keep his business 
going and to meet his liabilities without difficulty as thev fall due, he must himself possess a 
certain reserve, or working capital, the amount of which experience will determine. He will 
have, of course, to increase this working capital pari passu with his turnover, for if he were to 
develop his sales without increasing his liquid funds—in other words, if he were to expand the 
credit side of his business—he might find himself in serious difficulties, and ultimately in the 
bankruptcy court. 

Thus, the total credit which a trader can allow to his customers is roughly proportionate to 
his working capital; one cannot increase appreciably without the other increasing likewise, and 
consequently by restricting one we restrict the other also. 

To return to our diagram, it may be taken that the credit given by traders constitutes a 
fourth block of credit, which corresponds in the aggregate to the credit they obtain from private 
banks. 

This explains the close relation between the credit granted to the buyers on the markets and 
the metallic reserve held by the bank of issue, and how the amount of the latter determines the 
limits of the former. According as the bank reserve expands or contracts, so commercial credit 
will expand, or contract, involving a corresponding rise or fall in the general price level. 

Before going further, we must examine the degree of interdependence of the various blocks 
of credit, resting one on top of the other, as shown in the diagram on the previous page. 

In some cases, the limit of one block in relation to the preceding one is fixed by statute. 
This holds good in particular of the credit granted by the banks of issue, which are bound to 
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maintain a proportionate reserve, and the eredit granted by private banks, which are controlled 
by a regime like that of the “member banks” in the Federal Reserve system. 

In all other eases, it is the “treasury requirements” that limit the total loans in proportion 
to the reserve held. Rut, to realise fully the nature of this limitation, it must be remembered 
that the same cash reserve will sulliee to cover very different liabilities according as its rate of 
circulation is more or less rapid. There is no absolute limit to the eredit that may be granted 
against a given reserve unless its rate of circulation is unifoim. Recent research in this connec¬ 
tion has demonstrated that the rate of circulation of bank credits in particular is governed bv 
a slow and steady increase, due to the more widespread use of instruments of payment necessi¬ 
tating no movement of coin, and also by a periodical variation closely linked with business cycles. 
There are examples on record of the rate of circulation trebling within the same period. 

This shows that the supply of credit is not strictly limited by the amount of the cash reserve, 
but that the latter only operates as a cheek when, for temporary reasons, circulation remains 
stationary. The action of the one upon the other is therefore not mechanical or sudden, but 
slow and progressive; it puts on the brake, it does not pull up abruptly. 

It would seem that a practical study of the problem of the fluctuation of the purchasing 
power of gold should include a systematic enquiry to establish how far the; effectiveness of the" 
methods for restricting credit is affected by variations in the rate of circulation. In this connec¬ 
tion, a comparison might be made between the American system, in which the money supplied 
by “member banks” is restricted in proportion to their reserve, with the European system, in 
which “treasury requirements” depend on banking practice. 

In any case, this study will only serve to determine the sensitiveness of the relation between 
the different blocks of credit and the total metallic reserve. It might show, for instance, that 
the credit which could be granted on the same total reserve may be doubled or treated according 
to the greater or lesser rapidity of the rale of circulation, but the existence of that relation could 
never be questioned. 

It is clear, then, that, if the cash reserve is restricted, the total amount of eredit that may 
be granted is also more or less rigorously curtailed. Next, the mechanism of the practical 
methods suggested for controlling the supply of credit, hence the total demand and ultimately 
the general price level should be examined. 

The first and perhaps the best-known method is to change the discount rate, or more accur¬ 
ately the rate of re-discounting of the bank of issue, and so, by raising the price of money, to 
discourage further demands and induce creditors to repay outstandi ig loans. 

Nevertheless, a rise in the bank rate will not affect the discount prices in the market unless 
the private banks are forced, in order to provide for new loans, to increase their liquid reserve 
and hence to apply to the bank of issue. In other words, changing the bank rate will only be 
effective when all the available supply of credit on the market is entirely utilised. Otherwise, 
if money can still be had on the market, changes in the discount rate of the bank of issue will 
avail little, and the bank rate is said to be ineffective. Such ehangesarcin the nature of an index 
to the general situation and thus have a moral effect which is far from negligible, but they do not 
directly and automatically react on the market. The method of deliberately altering the maxima 
of blocks 1, 2 or .3 of the diagram on page 47 has therefore been contemplated as a means of 
directly controlling the discount facilities in the market. According to the minutes of the 
enquiry undertaken in 1927 by the Committee on Currency and Ranking of the United States 
House of Representatives 1 , which is one of the most comprehensive studies on the subject that 
exists, the various measures which may be practically considered arc the following : 

(a) Measures tending to modify the total metallic reserve of the Bank of Issue, and consequently 
the total credit it can supply. —These are measures tending to influence the amount of block (1) 
of the diagram on page 47. They arc apphcablc in practice only in countries having adopted 


1 Hearings before the Committee on Banking and Currency, House of Representatives, 
69th Congress, First Session on H.R. 7895.—A Bill to provide lor the Stabilisation of the Price Level for 
Commodities in General. 1927. 
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the gold standard. These measures are two in number. The first formed the subject of a scheme 
by Professor Lehfeldt for the regulation of the world output of gold in proportion to requirements, 
lie contends that this result might be obtained by an understanding between the United States 
of America and Great Britain, in whose territories almost all the gold-mines of the world are 
situated. 

The second is Professor Irving Fisher’s method, which has been embodied in the United 
States of America in a bill known as the Goldsborough proposal, the object of which is to change 
the nominal value of the gold reserve of the bank of issue by altering the metallic definition of 
the monetary unit. In this way, the amount of the Bank’s metallic stocks would be modified 
and hence, also, the amount of the credit it could provide. Instead of a dollar with a constant 
weight and a variable purchasing power, one could have, according to Professor Irving Fisher, 
a dollar with a variable weight and constant purchasing power. 

It must not be forgotten, moreover, that the total weight of the stocks of metallic money is 
at present completely free of any regulating influence other than that of the price of gold in 
relation to commodities. 

It would therefore seem particularly desirable to study the present position of the gold 
stocks in relation to world requirements, and the probable development of these two factors 
during the next few years. But these are questions closely bound up with the problems arising 
in connection with the use of gold in the various monetary systems and therefore depending on 
the monetary policy of the leading countries. 

(b) Measures tending to modify directly the volume of credits opened by the Bank of Issue , 
in other words to influence block (2) of the diagram on page 47.—-These measures arc also two 
in number. 

The first is based on the fact that, in the majority of countries, the bank of issue’s reserve 
must always represent a fixed percentage of the total loans made. 

By systematically altering this percentage, it is possible to control the maximum limit of 
the accomodation which the bank of issue is able to give, and so force it to be more or less liberal 
in granting credit. 

That is really the method employed in the United States of America, when Federal Reserve 
notes with a 85 per cent or 40 per cent gold backing are replaced bv gold certificates with 100 per 
cent gold backing. 

The second consists in the bank of issue’s engaging in what are called open-market operations 
—viz., purchases or sales of securities—the effect of which is to create or absorb monetary units 
(bank-notes or credits), and ^o increase or decrease the amount available on the market, and 
hence the supply of credit. 

These open-market operations are generally used for the purpose of making an ineffective 
discount rate effective. Governor Strong describes them in the following terms : 

“ The influence that the reserve system exercises in the money market may be 
described therefore in this way: if speculation arises, prices are rising, and possibly other 
considerations move the reserve banks to tighten up a bit on the use of their credit; 
and we own a large amount of Government securities, it is a more effective program, 
we find by actual experience, to begin to sell our Government securities. It lays a 
foundation for an advance in our discount rate. 

<k If the reverse conditions appear, as T shall describe, and as we thought we were 
developing late in 1928, then the purchase of securities eases the money market and 
permits the reduction of our discount rate. But wc still have much to learn .... 
So far as we have gone in our experience and under world conditions as they are, it 
seems to me that the foundation for rate changes can be more safely and better laid by 
these preliminary operations in the open market than would be possible otherwise. . .” 
(op. cit. Part. I, pages 332-3.) 

(e) Measures tending to modify the total volume of credit granted by private banks , in other words 
to influence block (3) of the diagram on page 47.—In countries where the activity of certain 
banks is controlled, it is possible to conceive a direct action on the total volume of their credits. 
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It is obvious, for instance, that, in the United States of America, where it is compulsory for 
member banks to possess a reserve (deposited with the Federal Reserve Bank) representing a 
fixed proportion of their total loans, it is possible, by increasing the legal proportion, to com¬ 
pel them to decrease the total amount of credit they are prepared to grant. 

Obviously, such a measure can only be quite exceptional. 

On the other hand, changes in the re-discounting rate can, by making re-discounting more 
or less costly, exert an immediate influence on the total credit granted by banks or traders. But 
for this the re-discounting rate must be “effective” in the sense already explained, which is by 
no means always the case, cspeciallv in countries where a, large proportion of the bank of issue’s 
assets consists in advances to the Government. 

In any ease, the bank of issue can exercise a radical influence on the granting of credit by 
the moral effect attaching to all its actions and the hold it possesses over both bankers and traders. 


In the foregoing pages, we have merely touched on some of the met hods that are proposed 
for regulating the variations in the price level by variations in the volume of credit granted. 

There is no doubt that each of these methods would repay study in the light of the ex¬ 
perience gained, but it is impossible here to go into their respective merits. 

Nevertheless, even from this brief note —which is intended merely to indicate the points 
for study— one conclusion already emerges : namely, that whatever methods may be contem¬ 
plated for regulating the fluctuations of the purchasing power of gold, absolute control over the 
price level can never be achieved, but a certain influence can be exercised tending to check its 
fluctuations. 

For we must always bear in mind that the monetary fabric of a country is built up of differ¬ 
ent strati, of credit. Of all the different methods of action contemplated to-day, none, except 
perhaps varying the bank rate, directly affects the volume of credit given by traders in the form 
of extension of time for payment, yet this is certainly an impoitant factor in the fluctuation of 
business activity. 

Moreover, these various methods of intervention do not regulate directly the total amount 
of credits granted, but the monetary reserves on which they are based. Now, as we have already 
stated, wc must never overlook the fact that a given monetary reservi may serve to cover liabili¬ 
ties widely differing in amount according to the rate at which it circulates, and this rate is 
liable to considerable fluctuations and is not amenable to any imaginable method of monetary 
restriction. 

A systematic investigation of the possibilities of influencing the general price level is likely 
to lead, therefore, to the conclusion that one cannot hope to arrive at complete stability of the 
purchasing power of the monetary unit and that one can only try to reduce the breadth of its 
variations. 

The results obtained by such pressure will depend largely on external circumstances, and 
we can no more be certain of its absolute eflicacy than we can claim that the action of a brake 
will under all circumstances bring a motor to a standstill. The gradient of the road is in such a 
case the preponderating factor. All that can be hoped for is some measure of success in increas¬ 
ing the force of the brake, until—whatever the circumstances of the moment, such as the 
gradient, speed, etc.—the desired result is obtained. But only experience will show the amount 
of effort required to achieve this purpose in any given case. 

2. In Countries which have adopted the Gold Exchange Standard . 

In the ease o£ countries which have adopted the gold exchange standard, the problem of 
restricting the margin of variation in the purchasing power of the monetary unit raises numerous 
and complicated issues. It is characteristic of this system that the cash reserve of the bank 
of issue does not necessarily consist of gold, but may include foreign currencies (notes or bank 
credits) convertible into gold, or even, in certain eases, into gold exchange. 
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In other words, the basis of the eredit system in countries having the gold exchange stan¬ 
dard may be constituted with monetary units taken from blocks (2) or (3) of the eredit system 
of foreign countries (see diagram on page 47). 

I will immediately be realised that this fact entirely changes the conditions under which 
the monetary system operates, and reacts on the limitation of the maximum amount of credit 
granted. Its effects, moreover, may not be limited to the country in which it operates. 

It may therefore be worth while to enquire what repercussions the adoption of this monetary 
system may have on the purchasing power of gold, and whether it does not constitute an obstacle 
to the application of measures intended to restrict the margin of variation. 

In this connection, we should mention that the question has already been raised by Governor 
Strong himself, in the following terms : 

“Mr. Chairman, I am trying to say that if declarations are to be introduced into 
the Federal reserve act for the purpose of promoting stability of prices generally, 
there is a declaration which could be made which I believe would be more effective than 
the one which is proposed, and that is a declaration, within reasonable limits, for a 
return to the gold standard by former gold-standard countries. In the course of time, 
when the effect of the gold standard, which we recognise and have always recognised, 
begins to be felt upon prices throughout the work! and the readjustment of bank 
reserves resulting from that, then, I think a very important step toward stabilisation 
of prices will have been taken. 5 ' 

(Op. cit. Part T, page 300.) 


Geneva, November 1928. 
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THE WORKING OF THE GOLD STANDARD UNDER 
PRESENT CONDITIONS 1 

By O. M. W. Sphaguk. 2 


The gold standard has cmri’^ed triumphantly from the welter of disordered currencies of 
the World War period and gold has now become more universally than ever before the founda¬ 
tion of the structure of credit throughout the world. This return to the haven of familiar monc- 
ta -y practice is significant of the widespread conviction that the gold standard is an essential 
factor in the maintenance of a reasonable measure of international financial stability, for which 
there is no promising and practicable substitute. Aside from the defect, perhaps not incurable, 
of long-time secular price trends, the gold standard worked well during the half-century preceding 
the war and the public is hopeful of not less satisfactory results in the future. That these hopes 
can be realised I am firmly convinced, but, under present and prospective conditions, they can 
be realised only through a greater measure of co-operation and conscious effort than was required 
under the conditions that obtained in the pre-war period. 

Deferring to the close of this paper the problem of secular price trends, I shall first discuss 
the gold standard in operation as, through gold movements, actual or anticipated, it affects the 
supply and cost of credit and brings about changes in economic and iinnncial conditions. 
Between countries that are on the gold standard, forces are constantly at work tending to cheek 
any wide departure from an International equilibrium of payments. When the causes of dis¬ 
equilibrium are not of a. deep-seated nature involving difficult and far-reaching readjustments, 
industrial and linancial, the corrective process through the operation of the gold standard is in 
a large measure impersonal and even automatic. Gold exports, not so much because they are a 
means of payment, but through the restraining influence which they exert on the countries 
losing the gold together with the easing of the money markets of the countries receiving it, are 
an effective means of correcting those slight departures from equilibrium that are of constant 
occurrence in the ordinary course of international trade and other foreign transactions. 

During a long period of years preceding the World War, a continuous series of slight, or 
at all events by no means extreme, adjustments was characteristic of the international economic 
situation and the influence of gold movements of quite manageable proportions was sufficient 
to maintain the nations in financial equilibrium. But now the gold standard has been restored 
to a world that is by comparison at a far greater remove from economic and financial equilibrium; 
to a world also in which international payments of great magnitude and largely of non-economie 
origin arc to be made over a long series of years. The situation would clearly seem to be one 
in which anything approaching the automatic operation of the gold standard might be expected 
to involve stresses and strains so severe as to threaten the breakdown of the machinery of credit. 
There are limits upon the amount of gold that can be withdrawn for export without endangering 
confidence in the credit structure, and there arc also limits upon the possibilities of credit contrac¬ 
tion and consequent shrinkage of values if disastrous industrial dislocation is to be escaped. 
On the other hand, gold inflows may be of such magnitude as to threaten serious inflation if the 
gold is fully utilised as a basis for credit expansion. And yet, if the gold is not thus employed, 
the extent of the necessary readjustment is widened in the gold-exporting countries. 


1 Published in the Proceedings of the Academy of Political Science, Vol. XIII, No. 4, January 1930. 

2 At present with the Bank of England; formerly Converse Professor of Banking and Finance at 
the Graduate School of Business Administration, Harvard University. 



54 — 


Payment of reparations and the inter-allied debts, together with changes in trade channels, 
more and higher tariff walls and much foreign borrowing of a more or less distress character, 
all combine to create a situation in which less reliance than formerly can be placed upon the 
unfettered working of economic forces and particularly upon those of a monetary nature. It 
is a situation that demands the adoption of concerted policies based upon intelligent foresight 
and adopted well in advance of the appearance of emergencies. Indeed, the international 
position at the present time seems not unlike that of business enterprises which have promising 
possibilities, but which require time to work themselves out of an unsatisfactory situation. The 
application of such basic and time-consuming remedies as the development of new industries 
and improved methods of production can only to a limited degree be hastened under the spur 
of monetary pressure and may be indefinitely deferred if that pressure is extremely severe. 

In addition to these familiar conditions that must render the establishment and main¬ 
tenance of an international balance of payments an exceptionally difficult matter in the immediate 
future, there is still another factor militating against the smooth working of the gold standard 
that is perhaps less generally recognised. I refer to the effect of the presence of the United 
States of America as a creditor country and to the functioning of the New York money market 
as a world money market. On the basis of recent experiences, it is hardly too much to say that 
the United States of America is a most unsatisfactory creditor country from the point of view 
of the rest of the world. This is due to the fact that we are only intermittently a creditor 
country. In the good old days prior to the war, capital was largely distributed throughout the 
world through the London investment market, and a supply of funds for long-time use m foreign 
countries was always available. The domestic demand for capital in Great Britain and in the 
neighbouring countries of the Continent was fairly stable and never approached the aggregate 
of current savings signifying investment. In other words, the domestic demand never absorbed 
all of the available supply and, consequently, foreign borrowers could rely with a fair degree of 
assurance upon the possibility of securing additional accomodation in London. Contrast now 
the experience* of the foreigner with the American market. We began a few years ago 
with not a little blare of trumpets to make very considerable foreign investments. Satisfactory 
investments, no doubt, but at the same time we congratulated ourselves upon the assistance 
that we were rendering the rest of the world. Then the domestic demand for funds increased 
and we, so to speak, closed up shop. 

Consider the case of a bank which had taken the accounts of numbers of business concerns, 
granted them credit for a season or two, and then one fine day informed them that the bank 
had found a better use for its money. No well-managed bank docs that sort of thing. It 
assumes that it has a certain responsibility to its customers and, so long as they remain in satis¬ 
factory financial condition, they can rely upon the bank. Thi foreigner, at least so far as recent 
experience may be taken as a basis for judgment, cannot rely upon the United States of America 
as a source of a fairly stable supply of additional funds or even consider himself secure against 
endeavours to withdraw rather suddenly some of the funds already invested. 

Our money market for short time accomodation has also appeared as a more disturbing 
factor in the international situation than at any former period. We have had many stock 
market booms in this country, but the recent boom is the first since the United States of America 
has become a creditor country. In the old days when we were a debtor country, an 8 to 10 per 
cent or 12 per cent rate for call loans would have frightened the foreign investor and, far from 
attracting additional funds, it would rather have tended to bring about the withdrawal of some 
of the accomodation already extended. But since our market has become exceedingly strong 
as a creditor market, the advance in money rates no longer has that effect, but rather tends to 
force up rates in other countries through its attractive force. 

If from time to time in the future the New York money market is to show an increasing 
demand for funds measured in billions of dollars which continues to expand in spite of 12 per cent 
money, then the question will doubtless present itself whether it might not be to the advantage 
of the rest of the world to establish its systems of currency upon some other basis than that 
occupied by the United States. In the light of recent experiences, however, it is perhaps reason¬ 
able to presume that operations in the security markets are altogether unlikely to be similarly 
disturbing again for many years to come, if ever. I think we may anticipate that the Federal 



Reserve System in the future will take more drastic action and at an earlier date in order to 
cheek a speculative movement of the type which we have recently experienced, and I think we 
may also be fairly confident that the precedent conditions favourable to an extreme advance 
in security quotations and the attitude of the public at large will hardly be so favourable, at all 
fevents during the lifetime of most of us here present. I am therefore disposed to think that the 
disturbing influence on the working of the gold standard arising out of the character of our 
stock market activities will not reappear and may be regarded as being out of the way for tin* 
uture. But, I repeat, other factors requiring careful management in the near future remain, 
and for that reason I believe it will be a long time before we approach anything like the sim¬ 
plicity of functioning of the gold standard of the pre-war period. Too much must not be expected 
from "the gold standard in a period marked by very wide departures, actual or prospective, from 
an equilibrium of payments Detween the nations. 

I now turn to another aspect of the gold standard problem, that which has to do with secular 
price trends. I accept the view that it is highly probable that the supply of gold currently 
produced from the mines will not be adequate under existing methods of monetary use to support 
a sufficient amount of credit to maintain the present level of prices throughout the world. The 
question therefore presents itself whether it is possible under the gold standard to meet a situa¬ 
tion of declining production in gold without a serious decline in prices over a somewhat indefinite 
period of, let us say, from fifteen to thirty years. It may be noted first that some changes have 
occurred in the mechanical relationship between gold and the volume of the circulating medium. 
It happens that in some directions recent changes economise the use of gold and in other direc¬ 
tion? changes have apparently the opposite effect. The net result, therefore, seems rather 
indeterminate. A very great economy has been secured through the practical elimination 
throughout the world of gold coin as currency, and there will probably be no reversion to this 
quite needless use of gold unless there should be a very large increase in the output of gold from 
the mines threatening undesirable upward movements of prices. On the other hand, there is 
now a more general establishment of definite legal reserve ratios. In this country, we have for 
generations' had reserve ratios and, by the establishment of the Federal Reserve System and 
subsequent changes in the Reserve Act, the gold legally required as a basis for a given volume 
of credit has been materially reduced. In the case of many other countries, however, which 
did not have any gold reserve requirements in the pre-war period, these requirements have been 
established as, for example, in the case of France where a 35 per cent gold reserve has been set 
up against both the notes and deposit liability of the Bank of France. 

The establishment of legal ratios has an effect that is not fully measured by the ratios them¬ 
selves, since they inevitably lead the banks of issue to desire to acquire more than the legal 
minimum. Working on the basis of 35 per cent legal requirement, a bank of issue naturally 
will desire to have 40 to 50 per cent in gold in order to take care of increasing credit demands as 
well as to meet contingencies. This universalisation of gold reserve ratios appears to me to be 
the most serious obstacle in the way of meeting a situation that will arise in the event of declining 
gold production. What is needed to meet that situation is an attitude of mind on the part of 
the public, together with legal authority, which will give elasticity to or remove rigidity from 
the relationship between gold stocks on the one hand and the supply of credit and currency on 
the other. It cannot be too strongly emphasised that there is no particular ratio between gold 
on the one hand and credit and currency on the other that is required to support and to give 
strength to the credit structure. Attention has been called to, some alarm expressed at, the 
declining ratio between gold and total bank deposits in the United States, a ratio that has de¬ 
clined in recent years from 7 or 8 per cent to between 5 and 6 per cent. This decline is a matter of 
absolutely no real consequence. What is important in the case of our banks is the character and 
nature of the other 05 per cent of assets backing the deposits. Whether, out of the 100 per cent 
of assets, 7 per cent is gold and 08 per cent other assets, or 95 per cent other assets and only 
5 per cent gold, is a matter that has no practical significance. What is important in the case 
of gold is that there should be a sufficient amount available in each country to meet any requi e- 
ments for use that may conceivably arise in particular requirements of gold for export. Looked 
at from this point of view, the amount of gold that the different countries need greatly varies, 
but the amount does not depend upon the magnitude of the outstanding volume of credit. The 
United States o r America, for example, needs comparatively little gold, because from its creditor 
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position it would he able to cheek a gold outflow by very moderate advances in rates which 
would be followed by the usual repercussion upon security movements and trade. On the other 
hand, a country like Brazil needs a relatively large gold reserve or gold exchange because it is a 
country which is mainly agricultural. Its exports arc largely made up of coffee, a product 
subject to considerable variation from year to year on account of differences in the crop and the 
course of prices. Moreover, the country is heavily a debtor country. Therefore, no possible 
increase in discount rates and other lending rates in Brazil could be relied upon to check an 
out How of gold due cither to withdrawals of foreign capital or to a shrinkage in the value of 
exports. But the amount of gold that might be required cannot be directly related to the volume 
of credit and currency that might be outstanding in the country. 

In the event of a shrinkage of gold production and clear evidence of a deficiency of the 
supply owing to inadequate reserves under existing legal requirements, the appropriate remedy 
would be a very gradual reduction in the reserves of the central banks of issue throughout the 
world. This reduction, to be effective, should be limited to the banks of issue and not extended 
to any reserve balances required of other banks. A reduction in the reserve required of the 
member banks in the United States of America, for example, would not accomplish the desired 
result, because it is certain that the members banks would immediately utilise to the full any 
reduction without any reference whatever to the course of prices. But a gradual decline in 
the reserve ratio of the Federal Reserve Banks from the present level of TO per cent to, let us 
say, 20 per cent would be quite within the limits of safety if it were made gradually, and with 
a view to the prevention of credit contraction or such a limitation on the normal increase in the 
supply of credit as would force a downward movement of prices over the years. We need not 
be slaves to the supply of gold, and the reason is the very simple one that the character and 
strength of the credit and currency of a country is in no fundamental way determined, much 
less measured, by the amount of gold which is held. 
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I. Introduction. 

1. The fundamental principle of the "old standard is that gold is adopted as the general and 
exclusive standard of value. In all eases where a value or a price has to be fixed this is done 
by expressing such value or price in a certain number of units containing or representing a 
iixed quantity of gold. 

2. From this it is apparent that the system of the gold standard does not essentially imply 
that the units the dollar, the pound sterling, the florin, etc. -should consist of gold, but it does 
require that their value, their purchasing power, should be equivalent to the value, the purchas¬ 
ing power, of a certain quantity of gold. Under the system of the gold standard, therefore, 
money, of whatever material it may consist or by whom it may be issued, must be kept, as regards 
its value, in a fixed ratio to gold. A price of £1,000 means that the price amounts to 7.322 kg. 
of gold. 

3. It is the task of Governments and banks of issue to secure the maintenance of this fixed 
ratio. As to Governments, their task consists in abstaining from decrees or measures which 
render the proper working of the bank of issue impossible, or impede it in a serious degree. This 
needs no further comment. The indispensable condition for maintaining the gold standard is 
a sound policy in regard to the monetary system and the budget. It must therefore be assumed 
at the outset that this condition has been fulfilled, so that the following paragraphs will be confined 
to a consideration of the task of the banks of issue. 

4. Under the existing regulations, these banks have no other duty than to keep the value 
of the national monetary unit at par with the value of the quantity of gold the monetary unit 
represents. This means that, in every country with the gold standard, the purchasing power 
of the national monetary unit must remain equal to the purchasing power in that same country 
of the quantity of gold represented by that monetary unit. 


Formerly Governor of the Java Bank and Treasurer-General of the Netherlands. 
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5. The rates of exchange on other gold standard countries indicate whether and to what 
extent that parity obtains. It is left to the prudence of the bank of issue to determine 
whether it wishes forthwith to take action, as soon as small deviations within the limits of 
the gold points make themselves manifest. However, as soon as these limits are passed, 
and it is therefore advantageous to import or to export gold, this ought to be possible indepen¬ 
dently of the will of the bank of issue. The bank will then have to sell gold for export or to buy 
imported gold at fixed prices expressed in the national monetary unit. Should these sales or 
purchases run to important figures, the change consequently brought about in the position of 
the bank of issue—that is to say, as regards the metallic cover of its demand liabilities—will 
force the bank, or induce it, to reckon with this change in determining its policy. 

6. The gold movements, as well as the measures which the bank of issue may take, must 
aim at the restoration of the disturbed parity of the purchasing power of the national monetary 
unit with that of gold. This parity may be disturbed in two directions. The purchasing 
power of the national medium of exchange may be less than that of gold, or it may exceed it. 
In the first case, the total quantity of national monetary units must be contracted—that is to 
say, money must be made scarcer; the second ease may give rise to measures being taken in the 
opposite direction. 

7. Scarcity of money is brought about by the export of gold. The gold to be exported 
must be bought from the bank of issue. Concurrently herewith, the bank of issue may take 
further measures to make money scarcer, cither prior to the export of gold or when this export 
is in progress. The more will it be forced to do so as the export of gold will cause the percentage 
of its gold cover to diminish. If a bank with demand liabilities to the extent of 100 million 
florins and a gold cover of 50 million florins— i.e. 9 of 50 per cent—has to part with 10 million 
florins of gold, the percentage of the cover, after this delivery, will have been reduced to 44.44 per 
cent (90 million florins of demand liabilities and 40 million florins of gold). 

Before the war, the measures referred to above were almost exclusively confined to an 
increase in the discount rates—?.e., to rendering the credit facilities of the bank of issue more 
expensive. This entails a contraction of the outstanding credits. The repayment of the credits 
is the cause of money becoming scarcer. As a result of this repayment, the percentage of the 
gold cover of the bank of issue will rise. After the war, in addition to this, banks of issue also 
had recourse to a substantial degree to the selling of their holdings of foreign exchange, treasury 
bills and other home investments. This also brings about an improvement of the percentage 
of the gold cover. The export of gold and the measures of the bank of issue described above 
must continue until the necessary equilibrium has been restored— 2 .C., the purchasing power 
of the national monetary unit has been brought again into confonnity with that of gold. 

8. In the reverse case, the gold will How to the country where the purchasing power of the 
national medium of exchange exceeds that of gold. The purchase price which the bank of issue 
pays for the incoming gold will cause the total quantity of money to increase. Moreover, as a 
result of the increase of its stock of gold, the percentage of the bank of issue’s cover will rise, 
which will induce it to lower its discount rate— i,e. to make its credit facilities cheaper. The 
purchases by the bank of issue of foreign exchange, treasury bills and other home investments, 
a practice which has come more in vogue since the war, have the same effect. 

9. The disparity between the purchasing power of the national medium of exchange and 
that of gold may be brought about by various circumstances. It may be caused : 

(a) By a wrong policy with regard to the creation of fiduciary money and the 
granting of credit facilities in the given country; or 

(b) By a change in the purchasing power of gold—that is, in the amount of 
commodities and services which can be obtained in exchange for a fixed quantity of gold. 

10. Under the existing system the banks of issue have nothing to do with changes in the 
purchasing power of gold as mentioned under (b). This purchasing power may only indirectly 
be affected by the gold movements and the measures taken by the banks of issue in order to 
neutralise a disparity between the purchasing power of the national medium of exchange 
and that of gold. 
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11. Changes in the purchasing power of gold may be the result of numerous causes, differing 
widely between themselves in importance as well as in principle. 

(a) These causes may be found in gold itself in the sense that its production - 
i.e.* its supply—changes substantially. If such a change is a decrease, the quantity of gold 
which yearly flows into the world’s gold reservoir will recede. If it is an increase, the 
reverse will take place. These changes will, as a matter of course, affect the general 
price level in the different countries, although it should be emphasised at the outset 
that the flow of gold to the reservoir and the distribution of the gold in the reservoir 
are two wholly different things. 

(b) In the second place, the total demand {for gold may change while its pro¬ 
duction remains at the same level. Demand may be enhanced by an increase of the world’s 
production of commodities, by an extension of the number of countries with the gold 
standard, by increased wants of the gold industry or of the East for other than monetary 
purposes etc. It may be weakened by a simplification in the settling of payments, 
with ensuing economies in the circulation of the media of exchange, by a general fall 
in prices as the result of a world crisis, and similar causes. 

The causes mentioned under (a) bring about a change in the quantity of gold flowing yearly 
into the world’s gold reservoir. Those mentioned under (b) modify the reservoir itself, that is 
to say, its capacity. 

In addition, there arc the changes in the purchasing power of gold in the different countries 
individually—that is to say, the circumstances that influence and govern the distribution among 
the different countries of the quantity of gold contained in the reservoir. 

12. The distribution of gold is subject to the same economic laws that govern the distri¬ 
bution of other commodities. The principal laws may be summarised as follows : 

(a) Gold will tend to flow' to the place where it can command the highest price; 
where, therefore, in comparison with other places, the largest amount of commodities 
and services can be obtained in exchange for it. 

(b) A country will only use gold in settlement of its international obligations 
when and in so far as no other commodities (including stocks, bonds and other assets) 
can be sent or services can be rendered capable of settling these obligations in a more 
economical manner. 

K3. Numerous circumstances may cause a country’s position to become such as to render 
gold the cheapest means of settling its international indebtedness. In the foregoing, the even¬ 
tuality of a disparity between the purchasing power of the national currency and that of gold 
has already been referred to. In accordance with the legal provisions, gold will then he obtain¬ 
able from the bank of issue at the fixed price expressed in such currency without a premium, 
w'hereas the price of all other commodities will have risen. Generally speaking, all circumstances 
causing a substantial unfavourable turn in a country’s standard of exchange with other countries 
lead to the result just mentioned— i.e ., to the export of gold. This is not the proper place to 
enumerate these circumstances. In my note dealing with “ International Price Level Adjust¬ 
ments ”, I will revert to this subject. As instances, however, may be mentioned : a bad harvest 
of staple products, the insufficient formation of capital, modifications in the distribution of 
income between the different classes of the population, alterations in domestic or foreign fiscal 
and social legislation, protectionist measures abroad. Innumerable factors and circumstances 
may adversely influence the economic and financial position of a country. Important influences, 
such as those just referred to, will always force it to pass through a process of adaptation in order 
to enable it to fulfil its international obligations. In the course of such process, it will he 
supported by its stock of gold, which may be applied partly to supplement the insufficient 
export of other commodities. 

14. This support is, perhaps, the most important function of gold. The stock of gold forms 
the reserve for smoothing the unavoidable processes every country has to pass through in order 
to adapt itself ^o the modifications of its financial and economic position occasioned by internal 
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or external causes. This function is the more important as the movement of gold is highly 
instrumental in carrying these processes to a succesful end and in restoring the lost equilibrium. 
This result will have been attained as soon as the purchasing power of gold— i.e., the price level 
—in the country exporting gold and that of the foreign countries receiving gold will have been 
made to correspond so as to enable the first-mentioned country again to meet its international 
obligations in services and commodities other than gold. The least disturbance will be caused 
in attaining such redress, and, consequently, the economic interests of the world will best be served 
if both price levels are modified— that is to say, moved downward in the country exporting gold 
and moved upward in the country receiving gold. In the absence of such process, it will be inevi¬ 
table that the fall of prices in the country exporting gold will be greater than otherwise would 
have sufficed to restore the equilibrium. The result referred to above as best serving the interests 
of the world will be attained when gold movements arc not prevented from making their influence 
felt. This will be the case if, in the country exporting gold, the amount of the fiduciary money 
in circulation be contracted to such an extent as is necessary to restore the ratio of the metallic 
cover to the minimum which the Central Hank deems necessary and, in the country receiving 
gold, the circulation be expanded not only by the amount of the gold received, but*—when no 
particular circumstances interfere—by such an amount as will reduce the increased percentage 
of the reserve to its old level. If, in the last-mentioned country, the influence of tin; increase 
of the stock of gold is counteracted by keeping the percentage of the reserve at a higher level or, 
what is still more serious, if the influence just referred to is neutralised by so-called open- 
market operations of the bank of issue, a movement of gold will exercise its influence only in the 
country exporting it. Such country will then have to export a larger quantity of gold, and prices 
will be caused to fall to a lower level than would have been necessary if the gold movement could 
have exercised its influences unhampered in both countries. 

15. It cannot be denied that a country experiencing a substantial adverse change in its 
standard of exchange with foreign countries has to pass through a process of adaptation, neces¬ 
sarily consisting in a lowering of its price level. From this it follows immediately that it would 
not only be contrary to economic laws, but also impossible, to maintain the price level prevail¬ 
ing in that country at a constant, height. 

10. From the foregoing general exposition of the working of the gold standard, different 
conclusions may be drawn, which are set forth below : 

(a) The task of the banks of issue is confined to maintaining and restoring the fixed 
ratio of value between the national monetary unit and gold, as laid down in the mone¬ 
tary regulations. This task differs in principle fron that which some; people would 
like to see allotted to oanks of issue, which consists in the maintenance of a stable 
level of prices with the aid of the index numbers of wholesale prices. Having performed 
the first task satisfactorily—apart frci l wholly abnormal circumstances—it should not 
be inferred that the banks of issue could fulfil the other task likewise. They keep the 
purchasing power of the medium of exchange at par with that of gold, but they do not 
control the purchasing power of gold. 

(b) The banks of issue cannot perform the second of these tasks. 

As to cyclical price fluctuations, it would have to be made a condition that the 
bank of issue should have complete control from the beginning of the whole credit 
business in its country, including all credit granted by private banks. It will need no 
comment that the fulfilment of this condition cannot be thought of and that at all 
events it lies outside the sphere of practical politics. From this it follows that the 
banks of issue cannot prevent these fluctuations and can intervene only when the rising 
movement is already in progress . The beginning of such a movement will by no means 
always be evident from a change in the price level. The problem of business cycles 
is the subject-matter of many and widely varying opinions, which is sufficient proof 
that prescribing a line of conduct to the banks of issue in this respect is out of the 
question. Notwithstanding this variety of opinions, however, it is quite generally recog¬ 
nised that, not only on account of the independent credit business of the private banks, 
but also owing to insufficient knowledge of and experience with regard to the problem 
of business cycles, the time for making definite recommendations has not yet arrived. 
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As to the long-period priec trends, these may be the outcome of changes in the 
financial and economic positions of the individual countries. It is evident that 
banks of issue will never have the power to control or prevent such changes. These 
changes must inevitably lead to a modification of the priec level in the respective* 
countries. Such modification is necessary and beneficial and can in no wav be avoided. 
For this reason, it would not only be impossible, but also detrimental and contrary to 
the general interest if the banks of issue were* reepiircd to protect the stability of the* 
index numbers of wholesale prices calculated for their respective countries. As long 
as trade exists and as long as all the factors which determine the financial and economic 
position of the* different countries cannot be* eontrolie*d, these index numbers can never 
be kept at the same level. If tlie* position of a country is influenced adversely to a 
considerable extent, this will inevitably be evidenced by a decline in Lhc index number 
prevailing in that country. 

If requirements of the nature just referred to were to be enforced, the effect of 
gold movements would be paralysed and the necessary process of adaptation would be 
counteracted. If country A be obliged to export a considerable quantity of gold to 
country B, and the banks of issue* in both countries are required to protect the stability 
of the index numbers prevailing in their respective countries, the beneficial and needful 
effect of the gold movements - assuming for a while that the banks would be successful 
in fulfilling such duty- would be neutralised. Country A would not be m a position 
to meet its international obligations by sending commodities other than gold or by 
rendering services, whereas country B would oppose* the import of these commodities 
or services. From an economic point of view, the latter would have the same effect 
on the world’s traffic as the raising of import duties. It is ast mishing that free 
traders, who rightly consider the maintenance of high tariff walls as prejudicial and 
contrary to the world’s interest, by pleading for stable index numbers, favour r policy 
that in substance would have the same tendency. 

(c) To strive at stabilisation of the index numbers which are at present being 
compiled for wholesale prices in the different countries is therefore prejudicial and 
doomed to failure. It would be salutary and feasible, on the other hand, to aim at 
a restriction of general influences taking effect all over the world, which—apart from 
the mutual relation and the (rend of the individual index numbers—cause long-period 
price fluctuations. 

(d) For the time being, only one of the influences just referred to can be singled 
out for restriction—namely, that originating from considerable changes in the produc¬ 
tion of gold. 

(e) It is imperative and an exigency of practical policy to pursue exclusively the 
object described under (d). This end will be attainable only through international 
co-operation of the banks of issue after the necessary alterations have been made 
in the various bank acts. When this co-operation has been achieved, it may 
perhaps lead to further action in the future with a view to preventing or restricting 
unnecessary price fluctuations as far as possible. I will revert to this co-operation 
later on. 

(f) If the world’s interests are to be promoted in the right manner and artificial 
impediments to trade arc to be obviated as much as possible, it is imperative to further 
the free movement of gold and not to restrict the influence of gold consignments, either 
in the exporting or in the importing country. 

II. International Distribution of Gold and Free Gold Markets. 

17. In the foregoing, some remarks have been made already regarding international distri¬ 
bution of gold and free gold markets. 

It has been shown that the international distribution of gold should be distinguished on 
principle from the production of gold. The distribution depends—and necessarily must depend 
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-on the relation of the purchasing power of the monetary units in the various countries which 
have adopted the gold standard. This purchasing power is expressed in the home price level 
and in the foreign exchange position. The gold produced will flow in preference to that country 
where it can be sold at the most favourable terms. This will be the ease in the country securing 
the highest proceeds to the producer of the gold, charges for transport and similar expenses 
taken into account. 

If the gold brought to the market in London will fetch a larger amount in pounds sterling 
bv forwarding it to America and by exchanging the dollars thus obtained for pounds than by 
selling the gold to the Bank of England, the former method will be followed. This will occur 
when the export gold point of the rate of exchange London- New York has been exceeded. 
Gold will then also be withdrawn from the Bank of England for export to America, it being 
evident from the rate of exchange London -New York that to send gold is the cheapest way for 
England to settle its international obligations. This gold movement will continue until 
England has succeeded in diminishing its international indebtedness or in meeting its obligations 
in another manner. Should the consignments of gold have reached a considerable height, 
England, in order to prevent further withdrawals of gold, will have to reduce its costs of 
production so as to bring about a lower price level, in so far as the price level in America, 
under the influence of the increase of the stock of gold, has not risen. 

18. As long as the gold standard is maintained—and the abandonment of that standard 
cannot be thought of—it is imperative to the world’s interest, as enunciated above, not to 
hamper the free movement of gold, but to let consignments of gold exercise their influence to 
the full extent. It has repeatedly been argued in different quarters that it would be desirable 
for America to release its surplus stock of gold, but the attainment of this end is rendered 
difficult, if not impossible, when steps are being taken in America to eliminate tin* effect of 
that surplus of gold by stabilising the index number of wholesale prices. 

19. It is not necessary to the free movement of gold that free gold markets should be created 
in as great a number as possible in the sense that gold may be obtained from the bank of issue 
at all times independently of the foreign exchange position. For a correct and complete 
working of the gold standard, it will wholly suflice if gold be sold by the banks of issue at a fixed 
and unvarying price zvhen the foreign exchange position gives rise thereto. This will be the case 
when the export gold-point has been exceeded, and it will consequently be more advantageous 
to settle payments abroad by sending gold than by means of bills of exchange or telegraphic 
transfers. Then only is the sending of gold justifiable from an economic point of view, but the 
certainty must exist at the same time that goid will be obtainable from the banks of issue. That, 
under the gold exchange standard, gold is delivered only when the rates of exchange 1 give 
rise thereto certainly cannot be accepted as an objection to that system and as evidence that 
countries working under it hoard their gold and withhold it from moving freely. This will be 
the case only when gold is withheld notu ithstatiding the fact that sending gold would be 
the cheapest means of payment. The gold exchange standard fully meets the requirements 
provided the following rules arc generally accepted, and, as far as necessary, applied gradually : 

1,?/.—The bank of issue must be under the* obligation to sell gold at a fixed and 
unvarying price, as long as the rates of exchange exceed the export gold-point: if the 
rate does not exceed this point, the bank will not be obliged to redeem its notes, or 
the obligation to redeem will be restricted to delivering legal tender other than gold 
coin. 

2nd .—The bank of issue must be under the obligation to purchase gold at a fixed 
and unvarying price. 

3rd.--The minimum cover of its demand liabilities must consist exclusively of 
precious metals, especially gold. 

The last-mentioned rule is not only based on the desirability that every gold-standard 
country should have its own stock of gold either within or outside its frontiers, but also on the 
consideration that to make holdings of foreign exchange the basis for issuing fiduciary 
money cannot be recommended on account of its disturbing influence and inflationist tendency. 
As far as it is within the ambit of this note, this point will be further dealt with in the following, 
when discussing the <k economies in the use of gold ”. 



20. In the foregoing, it has been pointed out that, under the gold standard, movements of 

gold have raison d'etre only when they are defendable from an economic point of view -/.c., 
when the rates of exchange have exceeded the gold points. It also has been shown that the 
certainty must exist at the same time that the delivery of gold can then be relied upon. It is 
one of the disadvantages attendant on post-war developments in finance that in various eases 
gold has been moved without the foreign exchange position giving rise thereto. It must be 
admitted, though, that these abnormal gold movements can be explained as connected with tlu % 
restoration of ordered monetary conditions after the dislocation caused by the war. Now that 
the re-distribution of gold may be considered as having been well-nigh accomplished, the principle 
ought to be adhered to in future that gold movements can or.ly find their justification in the 
foreign exchange position. It is important to stress this principle in particular for the reason 
that the banks of issue, as an outcome of the manner in which central banking has developed 
and in all probability will develop further, take the gold movements more and more into their 
own hands. Much is to be said in favour of this, but the certainty should exist that no 
important demands for gold will be made by the banks of issue on each other if the relation of 
the economic position of the respective countries the foreign exchange position—docs 

not give rise thereto. This is an object particularly suited for co-operation between the 
banks of issue, to which I will revert, later. 

21. The remarks already made with regard to the foreign exchange 1 position lead me to deal 
with the problem of the gold points. Since the war changes have been occasioned in this respect 
also, and they are perhaps to be expected in a still larger degree. The development of aviation 
and the reductions in their tariffs allowed by various steamship companies in particular circum¬ 
stances have been the cause of much uncertainty in this matter. 1 know of cases in which gold 
shipments, according to the data in possession of the bank of issue, could not yield a profit, and 
yet gold was demanded by private banks because they had obtained a special tariff for the trans¬ 
port of gold from a particular steamship company, which enabled them to draw a small profit 
from the transaction. In the event that an international gold-clearing system, not merely 
confined to transactions between central banks, be established, then the gold points would 
in practice, be samethe as the mint par. In this case it would, in my opinion, become necessary 
to fix the gold points by general agreement between the gold-using countries, so that the banks 
of issue, which have to deliver gold only when the foreign exchange position gives rise thereto, 
will know where they stand, and will not be exposed to sudden and considerable demands 
for gold. I will also revert to tins point when dealing with international eo-operntion. 


III. Economics in tiik Use of Gold. 


22. The fact that this point has been placed on tlie agenda of the Gold Delegation is an 
indication that a scarcity of gold is being feared. The extent to which it will present itself, as 
well as the time that will have to elapse before it will make itself felt, are uncertain. The inves¬ 
tigations undertaken by the First Sub-Committee of the Delegation arc intended to throw more 
light on this question, but, even after the most exhaustive general and expert information, 
uncertainty will not cease to exist in several respects. Who will be able to decide whether and 
at what time China will adopt the gold standard; who will be able to answer the question whether 
new and rich gold-mines will not be discovered and whether the technique of gold-mining cannot 
be further improved: who will be able to predict how the wants of industry and the demands of 
Eastern peoples for purposes of hoarding will develop? It is well-nigh certain, therefore, that 
the Committee's conclusion will be confined to stating that, as far as judgment can be formed 
on the subject at this time, the probability must be reckoned with that some years hence’a 
scarcity of gold will be experienced, so that it is desirable to devise means in connection herewith 
in advance. It will be necessary at the same time to endow the system to be adopted in that 
event with a great deal of suppleness and elasticity, for the reason that unforeseen circumstances 
may lead in time to just the contrary of present expectations, and that in fact no scarcity of 
gold, but a plethora, will be witnessed. This conclusion will also imply the necessity to create 
an organism for promoting the required international adaptation to circumstances as they 
develop in the course of the execution of the scheme. 
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28. In the first place, the possibilities of economising the world’s use of gold for monetary 
purposes will have to be investigated. It must be emphasised at the outset that such economies 
never can lead to the severing of the purchasing power of the national medium of exchange 
in a given country from that of gold, or to the preventing of changes in the price level 
which arc necessary to adapt the purchasing power of the national medium of exchange to modi¬ 
fications which may have occurred in the economic and financial structure of the country. As 
enunciated above, these processes of adaptation are inevitable and have no connection with the 
gold standard nor with the quantity of gold produced. They are only liable to be clogged 
and retarded when individual countries strive to maintain a stable level of prices. 

24. A very material economy in the use of gold for monetary purposes has already 
been obtained by withdrawing gold coin from circulation. It is estimated that, as a result 
of this, $2,300,000,000 in gold has gone from the public to the banks of issue. This gold has 
had to serve as a basis for the substantial expansion of credit and of the fiduciary circulation 
with the resultant rise of prices which set in during and after the war. The withdrawal of 
gold coins from circulation is to be applauded without reserve. 

No value is to be attached to the view that the coins in circulation formed a valuable 
dormant reserve which could be drawn upon in the Hrst place before gold was withdrawn from 
the banks of issue. Practice has shown that, generally speaking, gold, when required for export, 
was not drawn in the first place from this so-called gold reserve, but was withdrawn at once 
from the gold stocks of the banks of issue. This is self-evident, as it must be simpler and cheaper 
to obtain the gold in one lot from the bank of issue than to collect it from circulation. 

25. The abandonment of the expensive and wholly superfluous method of tying up a 
very important amount of gold in circulation has led to : 

(a) The system of the gold bullion standard; 

(b) A considerable extension of the gold exchange standard in this sense, that in 
many instances foreign exchange is allowed to be included wholly or in part in the 
minimum reserves of the banks of issue. 

26. As far as is known, the system mentioned under (a) has met no criticism. It may be 
called the appropriate system for those countries whose position and interest make it desir¬ 
able for them to serve as free gold markets in the sense that gold can be obtained in exchange 1 
for fiduciary money from the banks of issue at all times, apart from the foreign exchange position. 
As stated before, the system of free gold markets in the above sense is, strictly speaking, not 
required to ensure the correct working of the gold standard. Nevertheless, it is and it remains 
desirable that there be some countries where gold can be obtained independent of the foreign 
exchange position. As will appear from what follows, this may be instrumental in economising 
the use of gold for monetary purposes, whereas it is likewise in the interest of the countries 
destined to act as free gold markets that they maintain their position as international .financial 
centres in this respect also. 

27. It would be highly desirable and very helpful in coping with the expected scarcity of 
gold if America also could decide to adopt the gold bullion standard, coupled with a conversion 
of gold certilieates into Federal Reserve notes. By this means, a very important amount of 
gold would become available for the world’s traffic. It would be no less desirable in that case 
if America would place the released gold, together with its other surplus stock of gold, at the 
disposal of the world through the natural avenues. 

28. Apart from the small number of countries just alluded to, the interests of an econo¬ 
mical use of gold would best be served by the general application of the system of the gold 
exchange standard, in such a way , however, that the three requirements mentioned above under 
19 would be satisfied. 

The third of these requirements—namely, that the minimum cover of the banks of issue 
in the countries with the gold exchange standard must consist exclusively of precious metal- 
may at first sight give rise to the objection that the fulfilment of this proviso will increase the 
total demand for gold for monetary purposes. In fact, this objection does not carry much 
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weight; for it is evident that it has been borne out by praetice that the central banks in the 
countries whose currency is being held by foreign countries working under the gold exchange 
standard in regulating their stock of gold reckon with the fact that such balances are apt to be 
withdrawn at all times, wholly or in part, in gold. They will keep their stock consequently at 
a higher level than otherwise would be required. It is of vital importance, therefore, to establish 
the practice -leaving room for agreements to the contrary —for banks of issue holding foreign 
gold exchange not to withdraw such balances in gold without previous arrangement, unless the 
foreign exchange position gives rise to gold movements. Apart from the case last mentioned, 
it is the selling by the central bank of its holdings of foreign exchange that ought to be applied 
in order to keep the rate of exchange below the export gold point. The sudden and large with¬ 
drawals of gold which cause uneasiness will no longer occur if the practice just referred to be 
adopted, the less so since the re-distribution of gold after the war has for the greater part been 
accomplished. If every bank of issue would hold its legal cover in precious metal, no conver¬ 
sions of foreign currency into gold, apart front l he foreign exchange position, would have to be 
feared. Still less will there be cause for entertaining such fear if the desiderata which will be 
set forth below when dealing with ec operation between the banks of issue are complied with. 

ll will need no comment that (he replenishing of the gold reserves of the banks of issue 
which now have the right to include gold exchange in their minimum cover will have to proceed 
gradually and with due observance* of the most important of the measures recommended below 
for attaining economy in the use* of gold for monetary purposes. It will be desirable at the 
same time to unify as much as possible the numerous and highly varied legal provisions which 
are now in force in the various countries having the gold exchange standard. 

20. If action be taken in the manner advocated, the result will be that a few countries, 
suited to act as free gold markets, would apply the gold bullion standard, whr eas the gold 
exchange standard would be in force in the remaining gold countries. The gold exchange stan¬ 
dard would then have to be framed in the respective countries in as uniform a system as 
feasible, with due observance of the requirements formulated above under 10 and the necessary 
transitory regulations for the purpose of gradually replacing the gold exchange in the minimum 
reserves bv gold. 

The gold bullion standard and the gold exchange standard will then differ only in this 
respect, that, under the first-mentioned system, the bank of issue will have to deliver gold at 
lirst call and apart from the foreign exchange position, whereas under the second such delivery 
will have to be made only if the foreign exchange position justifies H e export of gold. 

The banks of issue with the gold exchange standard will have to hold a more or less consi¬ 
derable amount of foreign gold exchange. This foreign exchange will form their first line of 
defence for keeping the rates of exchange below the export gold point. 

Having this reserve at their disposal, it will be possible for them to keep their surplus metallic 
reserve— i.e that part of the cover which they are holding above the legally prescribed minimum 
-at a low level, which will contribute to economising the use of gold for monetary purposes. 

I do not sec any reason whatever why banks of issue as just referred to should be subjected 
to restrictions with regard to their holdings of foreign gold exchange, provided the requirements 
of the gold exchange standard, as repeatedly stated in this paper, are being satisfied. The 
obligations to deliver gold as soon as the rates of exchange exceed the export gold point will be 
the only necessary and adequate corrective to an excessive extension of the holdings of foreign 
exchange. 

30. In the face of the existing prospects as to the production of gold, the general applica¬ 
tion of the gold bullion and the gold exchange standard will not suffice. Means will have to be 
devised, therefore, possessed of the possibility of attaining a further restriction in the use of 
gold for monetary purposes. 

In this connection, I hold the view that the development in the use of gold for industrial purposes 
as well as for hoarding in the Far East must not be interfered with by artificial means. The 
demand for both these purposes will be reported upon by our First Sub-Committee, but it does 
not seem likely that the considerations of the report will cause the view just expressed to be 
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changed. If this assumption is true, it will have to he premised that only the gold remaining 
after the demand for industrial wants and for the Far East has been satisfied is available for 
monetary purposes. 

31. The gold reserves held by the banks of issue may be considered to consist of two compo¬ 
nent parts. The first part comprises the quantity of gold which, under all circumstances, is 
deemed necessary to preserve the public’s confidence in the fiduciary medium of exchange. The 
second part is formed by the quantity of gold required to satisfy the demand for gold to meet 
international obligations, pending the time at which the process of adaptation will have progressed 
so far that these obligations can be fully met by commodities other than gold and by services. 

The first-mentioned quantity is called the minimum gold cover, the second the surplus 
reserve. The first usually is considerably larger than the second, though it should not be lost 
sight of that, when and in proportion as gold is being withdrawn, the quantity of gold to be held 
as minimum cover is being contracted owing to the decrease in the total of demand liabilities 
on the basis of which the minimum percentage is being calculated. 

In general, it may be stated that, if the minimum percentage is fixed at 40 per cent, the 
banks of issue in normal times, that is when no withdrawals of gold take place, hold 50 to 55 per 
cent, and shape their policy so as to restore the last-named percentage if the stock of gold has 
fallen below it. 

32. In the first place, the question may now be moved whether tlu* present percentage of 
30 to 40 per cent, which, according to the bank acts now generally in force, is deemed desirable 
to preserve the public’s confidence in the fiduciary medium of exchange, ought to be maintained 
or whether it could be reduced. 

I am of opinion that the question can be answered in the latter sense. For it cannot be 
denied that, as long as the world is not disturbed by wars or other disastrous events of a universal 
nature, the cover of the bank-notes is a matter of very little concern to the public, whereas, in 
the event of such a disturbance, even a cover of 100 per cent would not be possessed of the power 
to preserve confidence, as in such abnormal circumstances the redemption of the bank-notes 
would undoubtedly be suspended in the general interest. It consequently follows that a reduc¬ 
tion of the minimum cover - i.e. 9 the percentage that always must be kept in gold—to 20 per 
cent need not be seriously objected to. The details for calculating the exact quantity of gold 
which would become available to compensate a falling-off in production are not known to me 
at the moment, but I take it for granted, without such a calculation, that this measure would 
make it possible to await with confidence the further development of gold production and to 
avert for several decades the unfavourable consequences expected for the world from a shortage 
of gold. 

33. It. would not be desirable to try lo attain economy in the use of gold for monetary 
purposes by abolishing, as is advocated by some people, all gold cover for deposits. In substance, 
the balances on current account have the same character as bank-notes. Both categories are 
at all times interchangeable, so that what are deposits to-day may be bank-notes to-morrow and 
vice versa . It is indeed the private banks, who are the principal holders of deposits, that in 
practice demand the conversion of part of these deposits into gold when the foreign exchange 
position gives rise to the export of gold. 

In conclusion, two points in this connection may be dealt with. 

The first touches the question of whether a measure simply to reduce the percentage of 
the minimum gold cover could be adopted by all countries without exception. It might be 
advanced that the free gold markets would require a larger gold cover or that for debtor countries 
the generally ruling minimum cover would not suffice. The above question must be answered 
in the affirmative. A priori , it is scarcely possible to distinguish in this respect between the 
various banks of issue, nor need a distinction be made, as the percentages of the gold cover indi¬ 
cated are minima only which in practice may be exceeded by the respective banks. But it 
appears to me, moreover, that there is no need for keeping larger stocks of gold in the countries 
above referred to, whereas rather a general forcing-up of the percentages actually held is to be 
feared if the free gold countries do not set the right example. This is one of the principal issues 
on which only the co-operation of the banks of issue may lead to good results. 
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The second point bears on the question of whether the measures recommended would have 
to be laid down in the bank acts of the various countries at once and to their full extent or in 
parts and by degrees. There would be no serious objection to the latter method, as the scarcity 
of gold will make itself felt only gradually. Yet preference* must be given to the adoption of 
the legal provisions to their full extent at once. The future development of central banking 
must include the vesting of banks of issue with greater power and responsibility and the crea¬ 
tion of a direct and continual contact between the governors of these banks. In order to further 
that contact, it is highly desirable to place the greater power and responsibility reserved for the 
banks of issue, on account of the expected scarcity of gold, on their shoulders straightaway. 
Since the modification and adjustment of the bank acts in a good many countries, moreover, 
would require much time and work, it is of the greatest interest to restrict the number of these 
alterations to a minimum. 

34. It may be added that the furthering of the system of clearing and earmarking gold 
will lead to a saving of trouble, time and expense connected with the transport of gold, but 
that it will not result in an economy of the total quantity of gold required for monetary purposes. 
That quantity is determined by what is wanted by the banks of issue for the legally prescribed 
cover of their demand liabilities and for the amount which they deem desirable to hold in 
excess. Neither the one nor the other will be influenced by measures which will only result 
in facilitating the transfer of gold. 


IV. Co-operation between Central Hanks. 


35. Co-operation between Central Hanks has already been repeatedly referred to. This 
subject appears to me to be ef paramount importance. It must be recognised that the realisation 
and satisfactory execution of the measures recommended entirely depend on the concurrence of 
and the co-operation between the banks of issue working on the basis of the gold standard. To 
begin with, it seems very doubtful whether the desirable modifications in the various bank acts 
can be achieved if the banks of issue oppose then). But, even if these alterations be made, the 
new provisions will be reduced to a dead letter, or at least the purpose aimed at will not be 
attained, unless the banks of issue, in continuous touch with each other, co-opcrate and follow 
as much as possible a common line of conduct. What will be the use of the bank acts allowing 
a minimum gold cover of 20 per cent, if the banks actually hold a cover of 50 per cent or more? 
How will it ever be possible to arrive at an adequate distribution of gold as deemed desirable 
in the world’s interest if one bank agrees to permit gold movements to exercise their inJluence 
unhampered, whereas another bank, by striving at a stabilisation of prices or for other reasons, 
neutralises such effect and practically withdraws part of the world’s stock of gold from traffic? 
Who shall determine whether a scarcity of gold has indeed set in, and who shall set the pace for 
compensating, within lhe limits of the bank acts, an actual scarcity of gold if this is not being 
done by mutual arrangement between the banks of issue? 

From all this it follows that, if any success is to be achieved at all, great prudence should 
be exercised in making proposals or recommendations. None can object to measures being 
taken in order to prevent the indisputably unfavourable consequences of a considerable scarcity 
of gold. By modifying the bank acts now in force, the way can be indicated and the possibility 
opened of actually taking these measures. The practical preparation and execution of these 
measures ought to be entrusted, however, to the bodies best suited therefor— i.e., the banks of 
issue in the gold-standard countries. It will then be evident that it is indispensable to have an 
international organisation made up of these banks of issue, not to regulate or to take binding 
decisions, but to collect statistical and economic data, in order that the governors of the banks 
at their regular meetings at the seat of this organisation may be able to make useful arrange¬ 
ments and to arrive at the right kind of co-operation. 

36. Before the war, there was no co-operation and only very little contact between the 
governors of the banks of issue. This can be understood as few difficulties existed at the time, 
and the generally followed policy of passivity and of automatic reaction to external influences 
did not necessitate co-operation and contact. This has partially been altered through the march 
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of events after the war. The return to the gold standard and the concurrent financial reconstruc¬ 
tion brought the banks of issue, which were in a position to lend assistance in these matters, 
nearer to each other. Furthermore, the practice adopted by various banks of keeping large 
balances in the free gold markets led to arrangements between these banks and their sister 
institutions in the free-gold countries regarding the holding, the investment and the repayment 
of those balances. Finally, there arc indications that a more general, private and confidential 
exchange of views has been introduced between the governors of the larger banks, without it 
having become known, however, how far this reaches or what degree of co-operation has been 
the result of it. 

At all events, it must be admitted that the development described above is still in its infancy, 
and that a more regular systematic co-operation, embracing also the smaller countries, will be 
required in order to secure a smooth working of the gold standard as well as a timely survey 
and the necessary adaptation of it to the further development of events. 

37. These considerations lead to the unavoidable conclusion that a permanent institution is 
indispensable, comprising the banks of issue in all the gold countries, where the governors of 
those banks or their representatives can meet regularly—in short, an institution that will form 
a centre for discussions and mutual arrangements. It goes without saying that there can be 
no question in this respect of binding resolutions or of domination. It must remain the principal 
duty of each bank of issue to safeguard and to support the position of its national medium of 
exchange, but, whilst fully observing this national interest, there surely will be ample scope and 
occasion to further also the world’s interest, which requires a smooth and gradual development 
of monetary relations. To attain this end, a far-seeing, well-balanced policy is necessary, based 
on true facts and data and inspired by a spirit of accommodation and understanding of the 
position of the various countries. 

The relations between the different countries develop more and more in the direction of 
international co-operation, of adapting, as far as possible, the national interest to that of the 
world. It cannot be gainsaid that central banking has lagged behind thus far in this general 
movement. If our Committee, in view of the probability of a serious scarcity of gold, should 
succeed in bringing about an improvement in this respect, its appointment would be justified 
by this result; and its work amply rewarded. 

38. The Bank for International Settlements, now in the process of being founded, will offer 
the opportunity to form an international organisation for the banks of issue. In the provisional 
scheme of the Bank as outlined in the Young Plan, the position reserved for the governors of 
banks of issue points in the direction of such an organisation. It will be obvious though that, 
to be in accord with the line of thought of this note, the Bank will have to be founded on a 
broader basis, and that, as an indispensable condition, the banks of issue in all gold-standard 
countries will have to participate in the new organisation. It is not possible yet to indicate how 
this could best be done. For the present, this is not of vital importance. It will sullice that 
the necessity of the formation of a central organisation for purposes of supplying information 
and facilitating discussion for the central banks in all gold-standard countries be recognised as 
part of the task of the new Bank. 

31). In the first place, this organisation would have to keep a complete record of the figures 
of the member banks of issue and of their development. As a matter of course, it would have to 
entertain a continuous and direct contact with those banks. Besides, it would have to collect 
figures and data relating to the gold position, the distribution and the world’s demand for gold, 
the wants of industry and hoarding, as well as information regarding the development of the 
price levels and the rate of interest in the various countries. In short, it would have to act as 
the centre for collecting, marshalling and digesting all that is useful for judging the present or 
expected economic and financial development of the various countries, in so far as these can be 
deemed to affect central banking. 

This material, digested in concise form, with the necessary additional observations and 
annotations, would have to be sent regularly by the organisation to the member banks. The 
governors of these banks or their representatives would have to meet periodically or as circum¬ 
stances might require in order to discuss, with the aid of the above-mentioned material 
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and their own data, experiences and expectations, the interests entrusted to their care, the 
policy to be followed, the difficulties experienced and the steps to be taken to overcome 
these difficulties. 

40. The existence of an organisation such as described above will on the one hand open 
up the possibility of considering—as the necessary data, and experiences become available which 
are at present lacking with regard to the problem of business cycles, as well as to other economic 
and financial problems which are of interest, to the world at large - whether and to what extent 
concerted action or a common line of conduct of the banks of issue would be capable of influenc¬ 
ing the course of events and of leading them in the right direction. 

On the other hand, it will enable the banks of issue to determine their attitude; in common 
and to defend themselves in the event that external influences should endcavou; to force them 
in a direction or burden them with duties which they deem incompatible with the right working 
of the gold standard or the scrupulous fulfilment of the task entrusted to them. 

U. After the above more general argumentation in favour of the badly wanted organisation 
of international co-operation between central banks, some points will be indicated below, on 
ivhich, following the line of thought of this note, discussion and co-operation between the banks 
of issue is deemed necessary. 

12. In the event, that the possibility mentioned above in connection with the expected scar¬ 
city of gold should be realised that is to say, the reduction of the percentage of the obligatory 
gold cover, coupled with the substitution of a certain percentage' of silver cover the production 
of gold as it actually develops and the 4 demand for gold as ascertained by st udying and comparing 
the data received by the international organisation will have to be traced accurately from 
year to year. The rate for reducing the actual gold cover will have to be set by mutual agreement 
and exclusively with a view to the world's production and the worlds demand for gold. It 
is not the interests and wants of one particular country or of a few countries, but exclusively 
those of the world that ought to predominate. At the same time, tin* gradual elimination of 
gold exchange from the minimum cover of the demand liabilities could be considered. 

43. It will further be of much interest to exchange views on the subject of the gold cover 
which is held in the various countries in excess of the minimum percentage— i.e. as surplus 
reserve—and to determine as far as possible a general line of conduct, in respect thereof. For 
it goes without saying that the reduction of the minimum cover, as laid down in the bank acts, 
would be rendered illusory if the individual banks tried to maintain the actual cover at the 
so much higher percentages of to-day. In this connection co-operation will also have to be 
employed in order that a gold importing country will not neutralise the influence of gold move¬ 
ments, sterilising the gold received and withholding considerable quantities of it indefinitely or 
at least for a length of time from international traffic, thereby defeating to a large extent the 
efforts of the gold exporting countries. 

14. The practice followed by banks of issue* in gold exchange countries of holding balances 
in the so-called free gold countries—a practice which has been gaining considerably in importance 
and extent will be continued. As stated before, this is, in my opinion, a salutary and desirable 
practice which should not be restricted or impeded, provided the policy be abandoned of allowing 
such balances to lx; included in the minimum cover against demand liabilities. Hut, on the 
other hand, it would appear to me very useful if by mutual agreement —and this is the third 
point— it could be arranged that the foreign balances of the banks of issue be centralised with 
the banks of issue in tlx; countries where they are held. The latter banks would then know 
exactly the extent, of their contingent liabilities in this respect; they would be enabled to make 
provision as far as possible with regard to the quantities of gold which, irrespective of the foreign 
exchange position, are likely to be withdrawn, and they would be in a position to regulate the 
stocks of gold which they accordingly may deem advisable to hold. Furthermore, the adoption 
could be aimed at of the general rule advocated above under 28 that foreign gold exchange will 
not be withdrawn in gold without previous arrangement by the banks of issue holding such 
currency, unless the foreign exchange position gives rise to such gold movement. 

If centralisation is to be carried through, reasonable conditions will have to be offered on 
the other hand to the banks of issue holding foreign balances with regard to the allowance of 
interest and the taking-over of balances so as to secure their ready liquidity. 
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45. The fourth point for discussion relates to the gold points. As appears from the fore¬ 
going, efforts would have to be made to arrive at a state of affairs in which a few large countries 
which deem it to be in keeping with their international position, form free gold markets and 
thereby accept the principle that they deliver gold irrespective of the foreign exchange position, 
whereas the remaining countries would deliver gold only if the rate of exchange on another 
gold country gives rise thereto — a delivery which would then have to be obligatory, however, 
and would have to be made without restriction. With regard to the gold points, the present 
position is so confusing that it would be highly desirable if certainty could be obtained in 
this respect. This would be attainable if, in the bank acts of the gold exchange countries (as a 
matter of course this is neither possible nor necessary in respect of the free gold markets), 
percentages be introduced stating the deviations from mint par in either direction, exceeding 
which the banks of issue would be obliged to deliver or to buy gold at the prices fixed by law. 
These percentages need not conform exactly to the expenses connected with the transport of 
gold, but could be averages, fixed on a different scale for the various groups of countries or 
parts of the world and which could be* kept low in view of the elimination of coinage charges 
and the arrangements to be made for the earmarking and clearing of gold. 

Under such a system, the banks would know where they stood and, if desirous of keeping 
gold movements in their own hands, it would be possible for them to interfere before the limits 
fixed by law had been reached, either by effecting consignments of gold themselves or by means 
of their holdings of foreign exchange, or in some other way. 

Finally, the earmarking and clearing of gold are subjects to be discussed and dealt with 
especially in connection with the work reserved for the Hank for International Settlements. 
It is evident that the earmarking and the clearing of gold, as well as the holding of balances by 
banks of issue with each other, will be much furthered if central banking policy should develop 
along the lines followed of late and as indicated above*. In my opinion, it would have to be left 
to practice to determine whether and how far it will be necessary by means of international 
treaty to keep the gold and the international balances placed outside the power of the country 
owning them immune from the danger of seizure even in case of war. 


V. International Capital Movkmknts. 

•Mi. Little need be said, in conclusion, about international capital movements. For the 
working of the gold standard, this subject is of importance in so far as, on the one hand, these 
capital movements may cause movements of gold or, on the other hand, may prevent them. 
This is evident, as these capital movements form one of the factors creative of international 
obligations and which therefore may also ser\? to compensate, wholly or partly, similar engage¬ 
ments of another country. 

They will cause gold movements if a country invests important amounts abroad and if the 
cheapest means of remitting the sums lent to the foreign country consists in sending gold. 
Conditions prevailing in the capital-lending country will then be such that it would be able only 
at the cost ot a greater sacrifice to offer commodities other than gold or to render services in 
order to place the sums lent at the disposal of the borrowing country. 

They will prevent or restrict gold movements if a country, for which gold is the cheapest 
means of remittance, borrows abroad and, with the aid of the proceeds of the loan, is enabled 
to meet its international obligations without exporting any gold or by exporting only a smaller 
quantity of it. 

All this is clear and proves the elficacy of capital movements for facilitating the processes 
of adaptation which must be passed through in consequence of important changes in the 
financial anil economic position of a country or of a continent, and for spreading these processes 
over a longer period. 

47. They cannot prevent these processes, however. For they exercise a temporary influence 
only and will ultimately aggravate the international engagements of the country which borrowed 
money abroad, as a result of the obligation to provide for and to remit interest on and redemp¬ 
tion of the amounts borrowed. In the long run. this will only be possible by sending com- 



modifies or by rendering services, so that the debtor country will have to work and produce that 
much more cheaply so as to secure for its articles for export and for its services a larger market 
abroad. 

This end will have to be aimed at and a country that would lose sight of it, continuing to 
take up foreign capital in order to meet its international obligations, would doubtless contract 
serious difficulties. 

48. The temporary nature of the aid rendered by capital movements will always and con¬ 
stantly have to be kept in view. This holds good, not only of monies to be repaid at first call 
or at short notice, but also of long-term loans which are to be redeemed only gradually. 

M>. The organisation of central banks which I have advocated will also be able to exercise a 
beneficial influence on capital movements, furthering them on the one hand in connection with 
the execution of plans of re-organisation in corn tries that have conic into difficulties, or the 
facilitating of the processes of adaptation as described above, and, on the other hand, moderating 
these movements, if a particular country, as a result of its continuous borrowing, should find 
itself in a critical debtor position. As a matter of course, such influence should not be exercised 
openly, but should be brought to bear indirectly, by means of the position and the relations 
of the governors of the banks of issue. Hut this does not detract in the least from the great 
importance to be attached also in this respect to a close and continuous co-operation 
between the banks of issue. 


VI. Conclusions. 

The first and principal recommendation which, in my opinion, our Committee should insist 
on most emphatically aims at the creation, as a department of the Hank for International Settle¬ 
ments, of an international organisation of Central Hanks. This organisation would have to 
comprise all countries whose currency and banking arc based on gold. Its task has been 
described at length in the foregoing pages. In the first place, this task would consist in pro¬ 
posing to the Governments of the countries referred to a modification of their bank acts. This 
is connected with the second recommendation which J believe desirable— i.e., the reduction of 
the gold cover. These modifh at ions should aim at making the bank statutes of the different 
countries as uniform as possible, along the lines indicated in this note. The necessary transitory 
regulations would have to be added so that these steps might be fallen gradually and without 
causing disturbances. 

For the purpose of showing that the measure concerning the gold cover has its roots in the 
fear of a diminishing production of gold and the unfavourable consequences to the world's 
interests which would result therefrom, this consideration would have to find expression in 
the preamble to the proposals for modifying the bank acts. Perhaps it would be possible 
to include in the modifications the provision that the banks of issue, in regulating their gold 
cover, in so far as this would be compatible with the task entrusted to their care, should 
reckon with the development of the production of gold in connection with the world’s demand 
for that metal, so as to prevent as far as possible the unfavourable consequences which might 
result to the world from a comparative scarcity or a comparative abundance of gold. 

It appears to me that the proposals for modifying the bank acts could be placed before the 
different Governments by the banks of issue operating in the respective countries, and the 
organisation referred to above could unofficially render its assistance so as to ensure that the 
modifications of the acts are framed and dealt with as uniformly as possible. 

Finally, it is important to arrange matters so as to secure a simultaneous coming-into-effect 
of the modifications in the various countries. 


The Hague, November 1929. 
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THE REFORM OF THE GOLD EXCHANGE STANDARD 

By Dr. Feliks Mlynarski . 1 


I. 

The principles of the gold exchange standard which are applied by the majority of central 
banks are as follows : 

(a) Unlimited issue of notes for the purchase of foreign exchange; 

(b) Inclusion of foreign exchange in the fundamental and secondary reserves 
without any limitation; 

(c) The holding of deposits of purchased foreign exchange on interest-bearing 
account with foreign central and private banks; 

(d) The transferring, in ease of need, of this kind of capital from oik* market 
to another; 

(e) The transferring of large sums, not only in ease of need, but also for the 
purpose of obtaining larger profits owing to better conditions of arbitrage or higher 
interest rates. 

In consequence of such a system, a new form of liquid capital was bound to appear on the 
world market in proportions unknown before the war. The accumulation of this form of capital 
was bound to increase from year to year— first, because of economic progress, which by the 
increase of production and trade will every year produce new amounts of foreign exchange in 
international accounts, and, secondly, because of the interest derived every year from the accumu¬ 
lation of foreign exchange reserves. 

With a normal economic development. if we take the world economy as a whole, foreign 
exchange reserves will increase at a more rapid rate than gold reserves. 

Let us suppose, for instance, that the sum of reserves in gold and foreign exchange of all 
central banks increases every year by about ft per cent. Then, with the present total of foreign 
exchange reserves amounting to about 2 billion dollars, the normal increase of these reserves in 
the first year would amount to about ft per cent of the above sum— i.c. to about 60 million 
dollars. Thdt is not all, however, for at the same time another 60 millions must be added on 
account of interest due on these 2 billion dollars, even if we assume an interest rate of only ft per 
cent on the average. Together, the new “rights to receive gold” will amount in the first year 
to 120 millions—/.e., to twice as much as woidd be the case of there were deposits of gold of 
2 billion dollars. 

As long as the above-mentioned principles of the gold exchange standard do not change, it 
may be anticipated that either the central banks will increase their gold purchases, or their 
foreign exchanges reserves will grow. The adherents of the gold standard are, however, opposed 
to the increase of gold purchases. Consequently, they oughl to reconcile themselves to the fact 


1 Professor of Banking at the Academy of Commerce in Warsaw, formerly Vice-Governor of the 
Bank of Poland. 
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that the amount of foreign exchange which is under the control of the central hanks will increase 
at an accelerated rate—first, because of economic progress , which will create new quantities of 
foreign exchange, and, secondly, because of the accumulation of interest on the foreign exchange 
reserves possessed. 

This accumulation will proceed at the rate of compound interest . By post poning the redemp¬ 
tion of foreign exchange in gold, we double the production of new rights to gold . By reducing the 
demand for gold to-day, we contribute to the increase 1 of this demand to-morrow. 


II. 

The popularity of the gold exchange standard is based on the assumption that foreign 
exchange as cover for the national currency is as good as gold; moreover, deposits of foreign 
exchange with foreign banks bear ii.tcrest, which is an additional advantage for the countries 
which apply this system. But is foreign exchange really capable of replacing gold? 

If, for instance, a Belgian merchant lias to pay for goods imported from Poland and for this 
purpose buys at the Bank of Belgium a dollar cheque on New York, the payment of the sum due 
is effected even more smoothly than in the case of gold payments, for a corresponding amount 
of dollars is then transferred from the account of the Bank of Belgium in New York to the account 
of the Polish merchant, and no one is obliged to bear the costs of the transport of gold f 0111 
one country to another. Such is the situation from the point of view of the transaction concluded 
between the Polish and the Belgian merchants. 

The situation is, however, otherwise if the Polish merchant sells his amount of dollars held 
in New York to the Bank of Poland, which will pay him the sum due in its own notes issued for 
this purpose. Then the amount of dollars purchased which remain on account in New York 
will become part of the cover for the Polish note circulation. To deposit this amount of dollars, 
however, with one of the American banks means to grant credit to that bank. It is immaterial 
whether it is a time or a demand deposit. 

The situation then arises +hat a credit granted to an American bank is included in the reserve 
against the note circulation of lhe Bank of Poland. Can this credit be regarded as a reserve 
“as good as gold”? Can a million dollars held as a deposit with v bank, particularly as time 
deposit, or a million dollars in bills of exchange with three months’ maturity or bank acceptances 
be regarded as good as one million dollars of gold earmarked in New York or deposited in the 
vaults of the Bank of Poland in Warsaw? 

This is not the case cither from the economic or from the legal point of view. A million 
dollars of gold is a substance , whereas a million dollars held with a foreign bank is only a promise 
to receive a substance. Therefore, from the point of view of the exchange of goods and services 
between two countries, the situation is different when payments an* made in gold and when they 
arc effected by means of foreign exchange. 

In the first ease, the differences in the b dance of payments are settled in tangible value, 
for gold is a commodity like any other commodity. In tin* other case, the settling of the 
differences in l he balance is not a real one, because the import of goods is replaced by the 
granting of credit to a foreign bank— i.e. the real settlement is postponed for a later period. 
One cannot then say that foreign exchange replaces gold. 

The assumption that foreign exchange is as good as gold, as a reserve against the issue of 
notes of the banks which apply the gold exchange standard, is both wrong and deceiving. It 
is the great mistake of post-war central banking, in which originate all the harmful results which 
are rightly stressed by those who criticise the present form of the gold exchange standard. For, 
by using the credit granted to foreign banks as cover for the issue of notes in our own country, 
we lead to a situation in which the amount of gold corresponding to foreign exchange deposits 
of the banks which apply the gold exchange standard works simultaneously on two markets. 
This permits inflationary elements to creep into the international credit structure and thereby 
enables the steadily increasing accumulation of short-term capital created in an inflationary 
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manner, and permits the eentral banks to transfer large amounts of such capital from one market 
to another for the purpose of obtaining larger profits owing to better arbitrage conditions or 
higher interest rates. Finally, it renders difficult the credit policy of eentral banks in those 
markets towards which such capital flows, because the private banks, making use of the credit 
which is abundantly granted to them bv foreign central banks, are emancipating themselves from 
the control of their own eentral bank. 

A classic example of such emancipation was noticed in 1928 on the American market. 
When, in the first half of 1928, the outflow of gold from America assumed large dimensions, the 
Federal Reserve Banks began to sell Government securities, thereby reducing the volume of 
credit granted to the open market. This was done in order to clear the ground for the rise of 
the discount, rate which took place on July 18th. America thus embarked on a prolonged policy 
of dear money. 

What role did the European central banks play in the crisis on the American money market? 
This may partly be seen from the number of acceptances purchased through the intermediary 
of the Federal Reserve Banks and commercial banks. On December 81st, 1928, the total amount 
of acceptances possessed by Federal Reserve Banks reached the sum of 1,281 million dollars, out 
of which the acceptances purchased for the account of European central banks amounted to 
825 millions. At the same time, the American commercial banks possessed acceptances, 
amounting to about 200 millions, purchased for account of European banks. Both these sums 
together constitute half-a-billion dollars, while the increase in acceptances during the year x92S 
was 200 millions. In other words, at the time when the Federal Reserve Banks began to reduce 
the v olume of their credit and raise their discount rate, the American commercial banks secured 
an abundant inflow of new funds by lending their credit. They could do this because the 
European banks, taking advantage of higher interest rates, increased their purchases of 
acceptances. 

In these conditions, the deflation policy of the Federal Reserve Banks could not bring about 
any quick results. The crisis became protracted and, owing to this fact, the higher and higher 
interest rates paid on the call-money market had time to attract funds both from the other 
American towns and from European markets. 


Ill. 

In the post-war economic situation, the gold exchange standard at first played a beneficent 
role. During the first few years, it mitigated the demand for gold on the part of central banks, 
a demand which would have assumed the form of a keen and fierce competition. It also made 
possible a more rapid and more abundant indow of long-term credit from America to Europe. 
For, if the loans obtained in America had been immediately changed into gold and gold had been 
withdrawn from the American market, such a rapid inflow of those loans would not have been 
possible. It should be remembered that, in the course of ten years, according to Sir George 
Baish, America was able to lend to the rest of the world as much as England in the course of 
100 years. 

Apart from the advantages which Europe gained in the first ten years after the war owing 
to the application of the gold exchange standard, this system still continues to have the advantage 
that it contributes to the limitation of the seasonal movements of gold. By purchasing and 
selling foreign exchange, the bank may reserve the purchase and sale of gold for real requirements 
of a lusting character result ing from a more definite balance of international accounts. 

The question, however, arises whether, in order to obtain these favourable results, it was 
necessary that the amount of money represented by the purchased foreign exchange should 
work simultaneously on two markets? 

For the sake of the economy of gold, it is essential that the eentral banks should not imme¬ 
diately change every amount of foreign exchange purchase A nto gold . Therefore, the adjournment 
of this exercise of rights to gold , purchased by the banks which apply the system of the gold 
exchange standard, is its most essential feature, common to all forms of this system. On the 
other hand, the habit of depositing these temporarily unexercised rights to gold with foreign 



central banks, and particularly with private banks, is a secondary feature of the system, which 
originates in banking habits and in the desire to obtain profits from interest. 

Here will lie the crux of the problem in the future. 

To adjourn the conversion of foreign exchange into gold until a later period is both sound 
and desirable. On the other hand, the use of uncxerciscd rights to gold for the purpose of 
granting short-term credit to foreign banks and the inclusion of this kind of credit in the re scree 
against the circulation of notes within the country is unsound practice and therefore undesirable 
in the future. 

The chief reason why the habit of including foreign credit assets in the fundamental cover 
on an equality with gold has gained ground so easily is the illusion that there is no essential 
difference between a right of purchasing gold at a central bank and a credit granted to a foreign 
bank. In reality, however, a difference does exist and has important consequences. 

A note issued by a central bank is a direct right to purchase gold at that bank, provided the 
said bank has the statutory obligation to sell gold. For a bank-note is an obligation of the bank, 
and the holder of a bank-note has a right to the amount of gold equal to its nominal value. If, 
however, the owner of a bank-note does not make use of his rights, and deposits this bank-note 
with a bank, he cedes his rights to the institution which accepts his deposit. 

Then the right to gold is transferred to the bank which accepts the deposit, and the former 
owner of the bank-note gains another right namely, the right to receive back the amount which 
he paid to the bank. It depends on the form of the account whether this right to receive back 
the amount paid to the bank will bo executed at any time on demand or at a time agreed upon 
with the bank which accepts the deposit. In both cases, we observe a new phenomenon 
namely, the fact of granting credit by the first owner of the bank-note to the bank which accepts 
his deposit. 

To sum up, the fact that the existing rights to gold are not exercised and that credit is 
granted by depositing them with a bank creates a new situation from a legal point of view. 

The right on a centred bank is changed into the right on a bank which accepts the deposit. 

The right to gold is changed into the right to the repayment of the credit at the time of payment. 

These* are important differences. The* habit of overlooking these essential differences 
eaused the steadily increasing accumulation of foreign exchange reserves by the banks which 
apply the gold exchange standard. The perturbing influence of this accumulation has an increas¬ 
ingly strong repercussion, not only on the market of short-term capital, but also on the gold 
market. The volume of the potential demand for gold which temporarily is not exercised grows 
more rapidly than the inflow of new gold. In these conditions, the co-operation of central banks, 
instead of becoming easier, is bound to be rendered more and more difficult in spite of the best 
intentions on the part of their leaders. 


IV. 

The above considerations have proved that the essential feature of the present form of the 
gold exchange standard is the adjournment of the conversion of foreign exchange on gold to 
a later period. On the other hand, the granting of credit by depositing the unexercised rights 
to gold with a foreign bank constitutes a secondary and only casual feature of the system. In 
order, therefore, to reform the present system of the gold exchange standard, it is necessary to 
maintain the first feature for the purpose of protecting the gold market, and to remove the 
second feature for the purpose of protecting the capital market. 

At first glance, it may seem that it would be sufficient progress if I he central banks which 
apply the gold exchange standard would in the future undertake : 

(1) Not to transfer their foreign exchange reserves from one market to another 
for the purpose of obtaining larger profits owing to better arbitrage conditions or 
higher interest rates; 

(2) To withdraw from foreign markets every year the interest received and not 
to add this interest to their former reserves in order to mitigate the accumulations of 
these rcL- rves on the basis of compound interest/ 
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It would not be so difficult to reach an agreement between the central banks by virtue of 
which they would undertake to refrain in the future from transferring foreign exchange reserves 
from one market to another for the purpose of obtaining larger profits. Such movements on 
the international capital market are absolutely contrary to the conception of the gold standard. 
The question, however, of withdrawing interest from foreign markets is more difficult; for this 
cannot be done otherwise than by purchasing gold andd epositing it abroad or in the vaults of 
the bank at home. 

The foreign exchange reserves amounting at present to more than 2 billion dollars, the 
demand for gold would in the first year increase by about 3 per cent of 2 billions i.e., 
by about (JO million dollars. Concurrently with the normal growth of foreign exchange reserves, 
the total amount of annual interest would also gradually increase. With the present progress 
in the production of gold, which gives a yearly inflow for monetary purposes amounting at most 
to 200 million dollars, the increase of the normal demand, owing to this additional demand for 
at least 60 million dollars, would be contrary to the necessity for progressively economising 
gold. It ought to be taken into consideration that the yearly inflow of new gold amounting to 
about 200 million dollars should cover the requirements of all banks which apply the gold exchange 
standard, as well as those which apply the gold standard. Moreover, the normal demand for 
monetary gold resulting from economic progress is likely to show an upward tendency, while 
the production of gold is likely simultaneously to show a downward tendency or at least to 
become stabilised. 

Thus we sec that the outlook for tiie future is not satisfactory. The withdrawal of interest 
by changing it into gold would not contribute to the improvmcnt but rather to the deterioration 
of the present system. Either we must refrain only from transferring foreign exchange* from 
one market to another for the sake of larger profit or we must go to the v oot of the question. 
Jn other words, it would be a better remedial measure if the banks which apply the gold exchange 
standard would undertake in the future : 

To give up the principle oj depositing rights to receive gold ” with foreign hanks and 
including such credits in the reserves against their note circulation. 

Then the fundamental cover for notes and deposits combined would include, besides gold, 
only and exclusive direct rights to gold—/>., notes issued by banks which are under the statutory 
obligation to sell gold. In other words, other foreign assets such as current accounts, time 
deposits, cheques, commercial hills of exchange and bank acceptances—could not lv* included 
in tin* fundamental cover. Should, for instance, the Hank of Belgium buy a cheque on New York 
and wish to include the amount of dollars purchased in this way in the fundamental cover, it 
would be obliged to ask the American bank io execute the payment in bank-notes and to send 
them to Brussels or to deposit them with the Federal Reserve Hank of Now York in a vault so 
that it would be similar to a gold deposit. 

Under such a system, the fundamental reserves of central banks which apply the gold 
exchange standard should consist exclusively of gold held in the vaults or earmarked abroad 
and of notes issued bv banks which are under the statutory obligation to sell gold. These woidd 
be, not only the notes held in the vaults of the bank, but also those earmarked abroad. Instead 
of changing every amount of foreign exchange into gold, the bank would change it into notes 
which are‘ b direct rights to receive gold ”, and it would postpone the exercise of these rights to 
a later period by depositing them in the meantime in the vault of a foreign central bank. 

Thus , besides the earmarking of gold , the earmarking of direct b< rights to receive gold ” would 
appear i)i the form: of notes issued by banks ivhich are under the statutory obligation to sell gold. 

Th’s would be a new way of economising gold , a more logical and sounder one than that which 
is applied at present. The gold exchange standard would continue to consist in the adjourn¬ 
ment of the exercise of the “ rights to receive gold ” to a later period, which is the essential feature 
of the system. On the other hand, the misleading habit of changing bfi rights to receive gold ” 
into credits granted to foreign banks and of including such assets in the fundamental cover on 
an equality with gold would disappear* 
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Every economist regards the gold exchange standard as a form of the gold standard. It is 
in fact a form of the gold standard as long as one includes in the fundamental cover exclusively 
“ rights to receive gold on demand ”— i.e the notes issued by banks which are under the statutory 
obligation to sell gold. If, however, we include in tins reserve our foreign credit assets, we 
introduce something which is neither gold nor rights to receive gold , but only the right to receive 
back the amount of monetary units which has been lent. 

Then the given amount of monetary units works simultaneously on two markets. It is a 
proceeding as deceitful as the printing of paper money without cover. It is only natural, there¬ 
fore, that, with such a system, the credit structure of the world should contain so many inlla- 
tionary elements and makes possible the paradox that, while we anxiously discuss the shortage 
of gold which may endanger the world economy, we simultaneously close our eyes to the fact 
that, at the present moment, the purchasing power of gold continues to be in a state of depre¬ 
ciation; for the level of world prices, in spite of a certain fall in the last few years, continues to 
exceed the level reached bv the reconstruction of trade and industry. 

V. 

In addition to the misleading conception that foreign exchange as a component of the funda¬ 
mental reserve is as good as gold, another false belief has gained ground--namely, that the move¬ 
ment of foreign exchange from one country to another is similar to the movement of gold. 

Under the gold standard, in the pre-war meaning of this term, the movement of gold from 
one country to another had reciprocal effects—/.c., on the market from which gold llowed out 
the credit structure shrank, while, simultaneously, on the market to which it flowed the credit 
structure increased. Thus the movement of gold automatically’ raised and lowered the volume 
of credit. 

In consequence of this fact, the movement of gold also automatically affected the level of 
prices. I he inflow of gold increased the volume of credit and thereby contributed to the 
advance in prices. The outflow oi gold contracted the volume of credit and contributed to 
the fall in prices. Therefore, the movement of gold from one country to another regulated the 
level of world prices by gradually levelling up the excessive differences in the price levels of the 
different markets. 

The movement of foreign exchange, however, is different. If, for instance, the Bank of 
Boland sells a cheque on New York, the credit structure shrinks in Poland, but it does not 
expand simultaneously in America. Thus the movement of foreign exchange has no reciprocal, 
but only a one-sided, effect on the credit structure. It cannot be otherwise, because the move¬ 
ment of foreign exchange is not an effective transport of gold from Poland to America, but 
consists only in transferring a certain amount of dollars from one bank account in New York 
lo another. 

The foreign exchange* reserves of the central banks are for the most part held in the principal 
world markets, the so-called “ gold centres ” -i.e., in Loudon and New York. The international 
movement of foreign exchange thus chiefly consists in the transfer from one bank account to 
another in London or in New York. Such transfers do not automatically affect the volume of 
credit in England or America, and consequently have no effect on prices. In consequence of 
this fact, however, the level of prices in gold centres (which arc at the same time the chief centres 
9 f foreign exchange deposits, controlled by foreign central banks) can only change under the 
influence of a special credit policy , pursued by the Bank of England or by the Federal Reserve 
Board. 

In this way, manipulation by central banks is gaining more ana more importance as compared 
with the automatic movement of gold. This is the result of the one-sided influence of the move¬ 
ments of foreign exchange on prices. The influence of this movement on the level of world 
prices by means of levelling up the local divergences is considerably more difficult and slower than 
in the ease of movements of gold which have reciprocal effects. 

From the above, it may be seen that the gold exchange standard as applied at present exer¬ 
cises an influence, not only on the gold market but also on the level of world prices. Therefore, 
the present system should be reformed in such a way as to secure that the movements of foreign 
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exchange from one country to another lrivc an influence on the credit structure on both markets 
simultaneously. Instead of a one-sided influence, we should create a reciprocal one. 

This cannot be done otherwise, however, than by refraining from the practice of including 
the credits granted to foreign banks in the fundamental reserve against the note circulation. 
The fundamental reserve must include only gold and “ rights to receive gold ”— i.e., foreign bank¬ 
notes deposited in the vaults of the bank at home or abroad. Then the movement of foreign 
exchange would, like the movement of gold, exercise its influence on the credit structure of two 
countries simultaneously, by expanding it in one country and contracting it in the other. How 
would this system work in practice? 

Let us suppose that a Belgian merchant, who has to pay an American merchant for imported 
goods, buys at the Bank of Belgium a 100-thousand-dollar cheque on New York. Then the 
credit structure will shrink in Belgium, as if gold were purchased, by the amount of francs corres¬ 
ponding to the amount of dollars. What will occur, however, in New York if the Bank of 
Belgium possesses there only a deposit of dollar notes? This deposit will be reduced by 100 thou¬ 
sand dollars, which the Bank of Belgium will order to be taken from the vault in New York 
and transferred to the account of the American merchant with a bank determined by the 
Belgian merchant. These 100 thousand dollars will come back to the market and will increase 
the amount of bank deposits and thereby also the credit structure on the American market. The 
contraction of the Belgian structure will be counterbalanced by the expansion of the American 
structure. 

Let us now suppose that an American merchant has to pay a Belgian merchant for imported 
goods and makes this payment by purchasing a cheque of 100 thousand dollars in one of the 
American banks. Then the account of the American merchant will diminish by the amount of 
the transferred 100 thousand dollars, but the account of the Belgian merchant with the American 
bank which effects this transaction will increase by the same amount. If the Belgian merchant 
keeps this account, the credit structure will change neither in America nor in Belgium. If, 
however, the Belgian merchant sells the amount held in New York to the Bank of Belgium, 
which, in order to cover this purchase, increases its issue of notes, the credit structure in Belgium 
will increase. The American credit structure, however, will not change if, in its turn, the Bank 
of Belgium deposits the purchased amount of dollars with one of the American banks. The 
effect of the transaction will continue to bo one-sided, as is always the case under the present 
system of the gold exchange standard. 

The situation will change, however, if the Bank of Belgium orders the purchased amount 
of dollars to be paid in cash and deposits the received dollar notes with the Federal Reserve Bank 
as a safe deposit. Then a bank account will be changed into effective dollar notes . The circulation 
of notes will increase concurrently with the diminution of bank accounts. The credit structure 
on the American market will shrink by 100 thousand dollars, as the dollar notes will be locked 
up in a safe and will not be used as purchasing power on the market . The circulation of notes will 
increase statistically but the purchasing power, which is at the disposal of the American market, 
will shrink in reality. 

The movement of foreign exchange between Belgium and America will thus have reciprocal 
effects, as the change in the credit structure in Belgium will be counterbalanced by a simultaneous 
change in the American structure. The movement of foreign exchange will be similar to the 
movements of gold. A system will thus be created according to which : 

Instead of withdrawing gold at once and diminishing the fundamental reserve of 
the central bank, it will be possible to increase the liabilities of the bank by increasing 
the circulation of notes. 

Although gold will not be exported, it will be possible to reduce the volume of 
credit and to exercise thereby an influence on the level of prices. The movement of 
foreign exchange from one country to another, like the movement of gold, will gradually 
level up the excessive differences between the price levels. 

By postponing to a later period the exercise of our rights to receive gold, we shall 
not be obliged to make this postponement at the price of introducing disturbing factors 
into the world economy. 
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VI. 


The gold exchange standard, in the form in which it is applied at present, has entered into 
a period in which the disadvantages of the system have gained a predominance over its good 
qualities. As a result, the conviction is more and more gaining ground that the gold exchange 
standard was suitable as a transitory system in the post-war period, but cannot be maintained 
as a permanent system representing a modern improved form of the gold standard. This convic¬ 
tion has become particularly strengthened as a result of experiences made in connection with 
the excessive accumulation of foreign exchange by the l$ank of France. 

Would it be possible to maintain the gold exchange standard as a permanent system, repre¬ 
senting a more economical form of the gold standard than that of the pre-war period? This 
depends exclusively on the possibility of applying it in such a way as to reduce to a minimum 
the perturbing influence of the accumulation of foreign exchange reserves on the gold and capital 
markets and on prices. This cannot be done otherwise than by relinquishing the principle of 
including the credits granted to foreign banks in the fundamental reserve. Instead of these 
credits, the fundamental reserve should include, besides gold, only foreign bank-notes 
held in the vaults of the bank or earmarked abroad. We shall thus do away with the 
steadily increasing accumulation of credits granted by central banks to foreign banks. There 
will disappear also the possibility of transferring this kind of capital, which is artificially created, 
from one market to another for the purpose of obtaining larger profits owing to better arbitrage 
conditions or higher interest rates. As a result, the credit policy of central banks on those 
markets on which the assets controlled by foreign central banks are concentrated will not be 
paralysed, as is the case to-day. 

Similarly, the potential demand for goki on the part of the hanks which apply the gold 
exchange standard will not increase' at such a rapid rate as heretofore, because the accumulation 
of foreign exchange will no more be based on the principle of compound interest, and the victory 
of the idea that the gold exchange standard can he a permanent system will greatly contribute 
to the maintenance of peace on the gold market. For the competition on the gold market is 
hound to become more acute under the influence of the growing conviction that the gold exchange 
standard is a transitory system and that sooner or later it will be abandoned, to the advantage 
of the pure gold standard in its pre-war form. The adoption of the principle that the funda¬ 
mental reserve should include: only gold and bank-notes, would remove the defects of the present 
system and would emphasise its advantages. The policy of economising gold would thus have 
better and more lasting chances of development. Simultaneously, the movement of foreign 
exchange would play a role similar to the movement of gold, as it would counterbalance the 
contraction of credits in one country by the increase of credit in some other country and vice 
versa. The process of lcvclling-up prices between different markets would again be facilitated. 
The influence of this natural regulation of prices would limit the scope of the credit manipulation 
on tlic part of central banks, as well as that of manipulations by the Governments through tariff 
restrictions. 

An immediate adoption of the suggested system would not, however, be possible, for, should 
the central banks change all their foreign credit assets into bank-notes, this would bring about 
such an increase in the circulation of bank-notes that the reserve ratio against notes in circu¬ 
lation would b^ reduced as considerably as if an export of gold in large dimensions were regis¬ 
tered. Even in America, a sudden increase of circulation of notes by about 1 billion dollars would, 
in spite of her gold reserves, constitute a real revolution. Therefore, a sudden change of the 
present methods and the adoption of new ones is out of the question. 

The new system should be created gradually . This would be possible if the central banks 
which apply the gold exchange standard changed into earmarked bank-notes only those sums 
which they purchased as cheques or cable transfers. The sale of the cheques and cable transfers 
would be done out >f the old supplies until these were exhausted. Thus, on the one side, the credit 
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accounts inherited from the present system would diminish; on the other side, the amount of 
earmarked bank-notes would gradually increase. Two processes would be carried through 
simultaneously : the gradual sale of old credit assets abroad and the creation of new bank-note 
assets abroad. Instead of a revolution in the composition of the reserve against notes in circu¬ 
lation, we should witness an evolution. The new system would thus be created without shocks. 

The objections which may be raised against the principle of earmarking bank-notes will not 
be so serious as to compel us to persist in applying the present methods in spite of their 
disadvantages, or to abandon for good the gold exchange standard and return to the pure gold 
standard. 

Is a deposit of bank-notes with a foreign bank less secure than a balance with a foreign 
bank? is the income derived from interest on foreign credit assets so large as to counterbalance 
the consequences of the disturbances caused by the accumulation of such credits on the markets 
of gold, of capital and on prices? 

A responsible central bank will not hesitate in what manner to answer this question. 


VII. 


The competition on the gold market is again showing signs of revival and is accompanied 
by a steadily growing feeling of anxiety. The most vital problem therefore with which we are 
confronted is, in the first place, to reform the gold exchange standard in such a way as to impart 
to it the character of a permanent system, and so to remove the apprehensions which it causes 
at present. The reason why the present practice does not produce satisfactory results is to be 
found, as already stated above, in the inclusion of foreign credit assets in the fundamental 
reserve. A credit granted to a foreign bank is considered as good as gold. It is wrong from the 
juridical and unsound from the economic point of view. Instead, therefore, of changing the 
purchased foreign exchange into foreign credit assets, one should change purchased foreign 
exchange into bank-notes and earmark the latter with a central bank. 

The new system, based on the principle of earmarking foreign bank-notes, represents an 
ideal solution which w r ould be conspicuously opposed to the present practice. The analysis of 
such a project brings out clearly the chief errors of the present practice. In the preceding 
chapters, therefore, we have described the reform as if it were absolutely necessary in the future 
to confine ourselves to the earmarking of for 'gn bank-notes. This is not, however, an absolute 
necessity. The depositing of foreign bank-notes in vaults zvould be , from the juridical point of 
view, an ideal method, but, from, the point of view of modern banking , it zvould be an archaic system . 
The same purpose could be achieved if the central banks which apply the gold exchange standard 
included in their fundamental reserves only gold and demand deposits held on non-interest-bearing 
accounts with foreign central banks . Instead of changing every amount of foreign exchange into 
notes and earmarking them in the safe of a central bank, it would be sufficient to place every 
purchased amount to a non-interest-bearing account as a demand deposit. The result would 
be the same as with the earmarking of bank-notes, provided the stipulation is expressly made 
that a central bank zvill not use the sums placed to such accounts for credit purposes . It would even 
be desirable that the central banks show these accounts in their balance-sheets as a separate item on 
the liabilities side . For with such a system, if the Bank of Belgium buys a cheque on the Chase 
Bank in New York and orders the purchased amount to be placed to its own speeial non- 
interest-bearing account with the Federal Reserve Bank, the amount of purchasing power in 
America will in reality shrink and will counterbalance the simultaneous increase of the 
credit structure in Belgium . 

The deposit of bank-notes in a vault is of course a better solution from the theoretica 
point of view. The concentration of foreign assets in special non-interest-bearing accounts 
with central banks represents a less ideal solution, but a more practical one . In both cases, instead 
of diminishing the gold reserves of u foreign central bank, we shall increase the volume of its 
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liabilities: in the first case by the increase in the circulation of notes, in the second case by the 
increase in bank deposits. Both methods, however, would bring about the same results, 
namely: 

The exercise of the “ rights to receive gold ” would be adjourned without , however , it 
being possible to employ these rights to gold on two markets simultaneously , provided—I 
emphasise this point once more—that the central banks pledge themselves not to use 
for credit purposes the funds deposited by other central banks, and that these deposits 
are shown in their balance-sheets as a separate group of liabilities. 

'I he gold exchange standard, so reformed, will prove in practice as good a regulator of the 
international exchange of goods and services as the pre-war gold standard, and will considerably 
facilitate the co-operation of central banks on the gold market. The banks which apply this 
system can confine themselves without fear to such gold purchases as are necessary for main¬ 
taining the minimum metallic reserve provided for in the statutes. Should the methods of 
gold clearing simultaneously improve, it may be anticipated that, after a period of several years, 
ai: atmosphere would be created which would encourage the reduction of the present minimum 
reserve requirements. In this way, before the anticipated fall in the production of gold took 
place, the world would possess such a system of economising gold that further increases in the 
world reserves of monetary gold could be achieved according to a scale of I per cent yearly 
instead of 2 or 8 per cent. 

To enter into a detailed analysis of the questions of the supply of gold and of co-operation 
in handling gold exceeds the limits of the present deliberations. One thing is certain, however. 
Should we regulate in time the demand for gold on the part of central ba:Jcs, it will be 
easier to overcome difficulties arising from the supply of gold. The question of the gold 
exchange standard is therefore tlu* most important problem of the moment in connection with 
the question of removing abnormal fluctuations in the purchasing power of gold. 

It is difficult to believe in the excellence of inflationary methods in world economy if we 
condemn them in national economy. 


Warsaw, January 2nd, 1930. 
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INTERNATIONAL PRICE-LEVEL ADJUSTMENTS 

By Dr. L. J. A. Trip . 1 


1. It will need no proof that price levels in the various countries differ widely. Anyone 
who has travelled abroad must have come to the conclusion, even on superficial observation, 
that, in exchange for the same value in money, more can be obtained in one country than 
in another. This difference is implied in the title of this paper—“International Price-level 
Adjustments”. 

Generally speaking, these disparities result from the differences existing between the 
financial and economic positions of the various countries. Their existence is evidenced, not 
only by the figures which indicate the cost of living in the various countries, but also by the 
index numbers of wholesale prices, as calculated and published for several countries. It is true 
that these publications, as far as I know, do not give absolute figures, but merely the results of 
the development of prices as compared with the situation in a basic year, for which the figure 100 
is taken. The fact, though, that these results differ from country to country removes all doubt 
as to the influence exercised on wholesale prices, as at present calculated, by the factors which 
determine the financial and economic positions of the various countries. These indices are not 
of an international nature, but have a preponderantly national, individual character. This is 
borne out by the fact that such calculations of wholesale prices are not intended to indicate the 
world price level of articles with a large, international market, but comprise, besides these latter 
articles, also a number of other commodities, manufactured wholly or partly in a given country, 
and are, moreover, based exclusively on data indicating the prices prevailing in the home markets. 
It is of much importance to bring this characteristic of wholesale price indices to the fore and 
to keep it well in mind, for it leads to the irrefutable conclusion that the stabilisation of these 
indices is subject to the condition that the factors which determine the price level of a country 
are controllable, or at least can be corrected or neutralised, by the body—in this case the bank 
of issue—charged with the stabilisation. In my opinion, it results from what follows that this 
condition not only cannot be fulfilled, but also that the bank of issue which would try to accom¬ 
plish such a task would in certain circumstances collide with the basic principles and development 
of economic life, as well as with the fundamental obligations devolving on it under the system 
of the gold standard. 

2. It has been stated above as the irrefutable starting-point of reasoning that price levels 
differ in various countries. No one can or will deny that the price level—including the level 
expressed by the figure of wholesale prices—in America differs considerably from that m Holland, 
whereas in the latter country another price level prevails from that, for instance, in Belgium. 
No one will venture to defend the theorem that it would be possible to equalise prices in the 
various countries. It appears to me that those who deem it feasible to achieve, and those who 
defend, a stabilisation of prices in the individual countries, cannot get away from the logical 
conclusion that in their line of thought it ought also to be possible to equalise the price level in 
all countries by the action and intervention of the bank of issue. In the event that it would be 
possible, by means of such action and intervention, to neutralise or to prevent changes which 
might occur in the future in the relation existing at a given moment between the price levels of 


1 Formerly Governor of the Java Bank and Treasurer-General of the Netherlands. 
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the various countries, it must also be possible to modify the existing relation in the sense that all 
prices are brought on the same level. I do not believe that anyone would dare to endorse this 
view, but if so the theorem leading thereto also seems to me to be untenable. 

3. Since, as has already been repeatedly observed, considerable differences exist at present 
between the price levels of the various countries which decidedly do not originate from the mone¬ 
tary policy but from circumstances arising from the economic and financial positions of the 
individual countries, fluctuations resulting from changes in the existing economic and financial 
positions will doubtless be registered in the future in the relationship between those price levels. 

The causes of such a change may differ as to their nature ard tendency. They may make 
themselves felt temporarily or permanently, their character may be internal or extraneous, 
their origin natural or artificial, their effect drastic or of little importance, but at all events there 
are many such causes which entail or render a process of adaptation necessary in one or more 
countries and enforce an alteration of the price level. It would be impossible or inadmissible 
for the bank of issue to arrest such change; on the contrary, it is its duty to further the process 
of adaptation—that is to say, to co-operate in modifying the price level. 

It would carry me too far to undertake a description of all these causes. Nor is this neces¬ 
sary, as it will suffice for the purpose to treat some typical cases in which the financial and 
economic position of a country in relation to foreign countries changes to such an extent as to 
render a process of adaptation inevitable. 

In my opinion, three groups of causes, in the main, arc to be distinguished, namely: 

I. Extraneous causes not originating in the action of man. 

II. Causes which are the outcome of measures or of steps taken abroad and conse¬ 
quently lie beyond the power or sphere of influence of the country experiencing the 
results thereof. 

III. Causes originating from internal circumstances or measures, which make 
themselves felt in a direct way and, in the first instance, in the country itself. 

As an example of the first group, the case may serve in which the staple products of a country 
suffer an important reduction in price on the world market as a result of the considerably 
increased supply of these products by other countries. This increase may have been caused by 
temporary factors—for instance, by particularly favourable weather—and need not necessarily 
entail therefore a long-trend process of adaptation in the first country. However, if factors of 
a permanent nature—for instance, changes in the technique of transport, the opening up of new 
and large areas of production, the discovery of riches of the soil, or the application of new 
methods of labour—make themselves felt, it will not be possible to avoid a process of adaptation. 

As examples of the second group may be considered : a large increase in import duties and, 
in general, all artificial measures taken abroad which hinder import, prevent immigration of 
labour, or restrict freedom of trade. 

It is true that the foreign country taking such measures will in the long run injure its own 
interests as well and will see its international markets curtailed, but this docs not alter in the 
least the repeatedly experienced fact that such a line of conduct as referred to causes difficulties 
to other countries, decreases their purchasing power and forces them to content themselves 
with a lower standard of living during a shorter or longer period. 

As regards the third group, mention may be made of important modifications in fiscal and 
social legislation, causing a considerable rise of the cost of production, a loss of foreign markets, 
a decrease in the formation of capital—in short, a weakening of the international position of a 
given country and of its competitive powers in the world market. A substantial modification 
in the division of income between the different classes of the population, as could be seen in 
several countries after the war, may exercise its influence in the same direction. 

4. It can therefore be safely predicted that circumstances and events will repeatedly 
recur which, apart from monetary policy, will cause long-trend changes in the relative positions 
of different countries, increasing prosperity in one country, and encumbering the position of 
another, forcing *t to retrench its expenditure and to adapt itself to the difficulties. 
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Such a country, which finds the sources of its income dried up to a considerable extent, may 
try to mitigate the process of adaptation through palliatives and to extend it over a long period; 
the process itself, which must be passed through and which is inevitable to bring about the 
necessary improvement, consists in a lowering of the home price level. 

As palliatives may be mentioned the contracting of foreign loans, the attracting of short¬ 
term money from abroad, the selling abroad of securities which have an international market, 
and the release of gold. But it is obvious, and experience has placed it beyond doubt, that these 
expedients can bring only temporary relief and in the end may lead to a further impoverishing 
of the country resorting to them. On foreign loans, interest has to be paid and such loans will 
have to be gradually redeemed. Short-term credits also require the payment of interest, and 
they may be called at any time. The sale of securities referred to causes the claims on foreign 
countries to diminish or the debts to foreign countries to increase. The release of gold will of 
necessity entail an increase of the rate of interest, which exercises an unfavourable effect on 
economic life. 

All this, coupled with the diminution of income as the direct result of the untoward turn 
in the financial and economic position of the country, will inevitably lead to lowering of the 
standard of living. The cost of production will have to be reduced, as far as possible by restrict¬ 
ing the fiscal and social obligations with which industry is burdened, by improving and simpli¬ 
fying the methods of production, and, finally, by the lowering of wages, of producer’s profits and 
of the interest on capital. By lowering the cost of production, export will be stimulated. 
A cheapening of the services rendered by a given country to foreign countries, which will induce 
the latter to make a growing use thereof, will exercise its influence in the same direction. As a 
result of the diminished purchasing power, imports from abroad will fall off, and this will be 
furthered by the reduction in the price of home products, which will induce the population to 
buy the latter in preference. Finally, the improved results from industry placed again on a 
profit-yielding basis will promote the formation of new capital, which will in turn reduce the 
country’s degree of dependence on foreign capital and will tend to alleviate its debtor 
position. 

Just like a private person who, having experienced a diminution of his income and 
contracted debts, will have to retrench his expenditure temporarily or permanently, in the 
same way a country which has to confront an important weakening of its financial and 
economic position will have to reduce its standard of living in order to adapt its basis of 
exchange with other countries to the altered circumstances. Either it will have to supply more 
commodities and render more services to foreign countries, or it will have to buy less and restrict 
its use of foreign services. Generally speaking, the first will be possible only if it offers its staple 
products and its services at a lower price than before. As long as and in so far as this will not 
be possible, the second mode will have to be followed and imports from abroad will have to be 
curtailed. If this is not done, it will not be possible to maintain the gold standard in the country 
in question and the rates of exchange will no longer be limited by the gold points. Several 
writers on stabilisation have realised this. It places it beyond doubt that, if the fundamental 
significance ol the gold standard is to be adhered to, which is the very basis of the mandate 
given to our Committee, the realisation of the idea of stabilisation through the maintenance of 
the index numbers for wholesale prices at the same level in the various countries is out of the 
question. 

5. Taking as a starting-point a certain relation at a given moment between the price levels 
in the various countries whose monetary system is based on gold, it has to be accepted as an 
axiom that circumstances will arise which will modify the basis of exchange between those 
countries and which consequently will disturb this relation. If the purchasing power of a 
country is considerably weakened owing to one of the causes indicated above, the consequence 
thereof will have to be accepted and the price level in that country will have to be loweied. 
This reduction will not only have to be accepted, but it will also have to be furthered, because 
this is ip the end the only means of laying the basis for the necessary improvement of the financial 
and economic position, without inflation and disorganisation of the monetary system. A dimi¬ 
nished purchasing power will in practice always be attended by an unfavourable balance of 
payments. 
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Experience has taught that, apart from fixed obligations towards foreign countries 
which cannot be reduced at all, a certain period has to elapse during which orders, placed under 
previous conditions, will have to be taken up and paid for. It will be the task of the bank of 
issue to bridge this period. It is able to do so by selling its holdings of foreign exchange and by 
releasing gold. As enunciated in my note on the “ Functioning of the Gold Standard ”, this is 
one of the great advantages of the gold standard and of keeping a stock of gold. This action 
of the bank of issue is greatly instrumental in alleviating and in tiding over the first difficulties 
which result from the change in position, but never can it of itself obviate the process of adapta¬ 
tion. The sale of foreign exchange as well as that of gold must lead to a contraction of the 
circulating medium. In ease such contraction would not suffice to maintain the gold standard 
and lo conform to the legal provisions regarding the minimum gold cover, the bank, in order 
not to fall short of the accomplishment of its principal task, will have to resort to a further 
contraction through a forced restriction of credit. As set forth in my note above referred 
to, it is possible and expedient, in my opinion, to have the minimum cover regulated with greater 
suppleness and to allow some more latitude to the banks of issue in this respect, but, in such a 
a period as that under review, a contraction of the circulating medium will always have to be 
tne watchword and the duty of the central bank. This duty is of a fundamental character; it 
is the basis of the system of the gold standard; it is part of the natural development, and its 
fulfilment is indispensable to the restoration of the welfare and the prosperity of the country. 
This duty must not be hindered by, or neglected for, attempts to stabilise the price level. Such 
endeavours, which, in circumstances such as those referred to, could never be a lasting success, 
would only lead to keeping up the circulation artificially, and would thereby come into conflict 
with the exigencies of the country’s condition and with what I have called above the funda¬ 
mental duty of the bank of issue. Keeping up the circulation artificially is but anoi her expression 
for inflation, and the memory of the consequences of such a disastrous policy is still so 
vivid that no one can be suspected of fostering the desire to recommend measures which would 
lead under certain circumstances to such a policy. It would carry me too far, and it is 
superfluous, to deal in this note with the fatal consequences and the dangers of policies aiming 
at inflation or leading to it. Suffice to statj most emphatically that, in a country living under 
the circumstances referred to, the bank of issue, after having been relieved of its duty to maintain 
the gold standard , might perhaps succeed in keeping home prices above their natural level, and 
might thus bring about the semblance—but no more than that—of a prosperity not existing in 
reality. But in that case it would have to relinquish control of the foreign exchange rates, 
for in these rates of exchange the real position would inevitably find expression. The result 
of the policy denounced by me would be a fall in purchasing power of the national money below 
that of gold. It appears to me, therefore, that the only conclusion to be drawn is that stabili¬ 
sation on the present basis of the wholesale price indices in the individual countries is inconsistent 
with the task of keeping the foreign exchange rates within the limits of the gold points, so that 
claiming stabilisation amounts in substance to bringing pressure to bear to abandon the gold 
standard, a result which is unacceptable to our Committee. 

6. It may then be asked whether stabilisation of prices, which is not possible in countries 
whose financial and economic position is on the decline, could not be achieved at least in countries 
which are in a different position and enjoy increasing prosperity. These countries will 
see their stock of gold increased by the gold released from the countries whose prosperity 
is declining, so that the question, as far as relevant to the subject dealt with in this note, may be 
summarised thus : it is desirable, and in the long run possible, to sterilise the gold received in 
this way, and to neutralise the effect of such influx by counteracting measures? I dealt with 
this question in my note on the “ Functioning of the Gold Standard ”, and arrived at the conclusion 
that a smooth working of the gold standard is best served by the free moving of gold and by 
abstaining from artificial measures designed to obviate or to neutralise the effect of gold move¬ 
ments. In my opinion, the world’s interests also will be best furthered in this way; for these 
require, when a country or a continent has come into difficulties, that all countries co-operate 
and that the opportunity be given to overcome these difficulties and to restore the country’s or 
continent’s prosperity within the shortest possible time. As I explained in my former note, 
this is obstructed if the countries enjoying a favourable state of affairs eliminate the effect of 
the gold received as a result. Moreover, it is subject to doubt whether such a policy 
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of elimination can in the long run be maintained and if it is not conducive to excesses in a 
domain which lies for the greater part beyond the sphere of influence of the central bank. The 
course of events on the American stock exchange, in my opinion, is apt to give rise to this ques¬ 
tion. It seems to me that the time for answering it has not yet arrived, and at all events 
outsiders will have to refrain from trying to find an answer. I confine myself, therefore, to 
drawing the attention of my colleagues on the Committee to the question. 

7. I have dealt somewhat exhaustively with the foregoing, because in my opinion the pleas 
for the stabilisation of prices fail to recognise the inevitable fluctuations in the relationship between 
the price levels in the various countries which are a direct result of the development of economic 
life. These fluctuations would make themselves felt under every monetary system and under 
every monetary policy. They would occur even if the purchasing power of gold, for the world 
taken as a whole, remained at the same level. Even with such a stability of the world purchasing 
power of gold, differences would continue to exist and to occur in the future between the purchas¬ 
ing power of gold in the various countries. It may be observed in passing that this is not at 
all in conflict with the theory that gold has the tendency to flow to where it can command the 
best price— i.e ., the greatest quantity of commodities and services; for this tendency will only 
lead to gold’s being moved in case the country, where gold has the greatest purchasing power, 
wants gold more than other commodities. Gold may be scarce in such country, but, when 
other commodities are scarcer still, these latter and not gold will be supplied to it. 

It is known that the purchasing power of gold in every country is connected with the basis 
of exchange existing between that country and other countries with which it entertains trade 
relations. If, as a result of one or more of the circumstances described above under 3, the 
basis of exchange should undergo a substantially unfavourable change, the respective country will 
have to adapt itself to it, that is to say, it will have to work more cheaply. This will either 
cause the price level to be lowered, if it is intended to keep the rates of exchange within the 
limits of the gold points, or the national money will depreciate as compared with gold and it 
will not be possible to maintain the gold points, which means the abandonment of the gold stan¬ 
dard. As the latter cannot be brought up for consideration, the only thing left is a lowering of 
the price level. This places it beyond doubt that, in practice, stabilisation of the price levels 
in the various countries is out of the question. 

8. As pointed out above, the world’s interests require a country which has come into 
financial and economic difficulties to be enabled to overcome these difficulties and to restore its 
position within the shortest possible time. It follows from this that it is a matter of international 
co-operation and of the promotion of the world interests that unnecessary and artificial fluctua¬ 
tions in the price levels of the various countries be prevented and that, if a change in the price 
level of any country has occurred through natural and economically justifiable circumstances 
or actions, the process of adaptation be hindered or retarded as little as possible. 

It will be possible to fulfil this requirement only by furthering the free exchange of com¬ 
modities, services, labour and capital, by avoiding burdening industry in any particular country 
with heavy fiscal and social obligations so that it has to work under less favourable conditions 
than industrial enterprises in other countries, by refraining from Governmental measures such 
as trying to maintain wages of labour in excess of those corresponding to the country’s inter¬ 
national basis of exchange—in short, by limiting, as far as it may be possible, fluctuations in 
individual price levels to the cases in which these fluctuations result from natural and economi¬ 
cally justifiable circumstances and actions, and which for that reason have to be accepted and 
accepted in the interest of the world. This needs no further comment. I should like to stress 
also in this connection the great importance of maintaining the gold standard for the certainty 
it furnishes as to the extent to which the rates of exchange may rise or fall. This certainty, as 
borne out by experience, is one of the first and outstanding needs of international traffic. If one 
had to choose—which, in my opinion, is not the ease—between the preservation of *his 
certainty together with a fluctuating price level and a stable price level without it, it would 
undoubtedly be in the interest of commerce and trade and of an adequate adaptation of 
nal ional price levels, to choose the former. But this choice will not have to be made, because, as 
set forth above, efforts to maintain a stable price level, when the basis of exchange with foreign 
countries undergoes an unfavourable change, must always lead to a depreciation of the national 
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currency as compared with commodities and services to be obtained from abroad, in connection 
with which a modification of the national price level will sooner or later have to take 
place. 

9. I come to the conclusion, therefore, that stabilisation of the price levels in the various 
countries is to be deemed impossible and undesirable. The error of the advocates of such stabi¬ 
lisation is, it seems to me, that they endeavour to combat the effects instead of removing, as far 
as possible, the causes. Consequently, they come into conflict with the natural and inevitable 
course of events whose effects may not and cannot be combatted by measures of a monetary 
nature. In these cases, modifications of the price levels must not only be accepted, but must 
also be furthered, whereas those who urge the unvaried maintenance of the price levels pay no 
regard to these cases and so condemn the policy necessitated by them. The difficulties and the 
unfavourable influences which such persons see and which they desire to prevent are of an inter¬ 
national, a universal, character, whereas the remedy they recommend is of a national character. 

A recommendation to require the banks of issue morally or by law to stabilise wholesale 
prices for their respective countries must therefore be repudiated, the more so as it is not 
within the power of the banks of issue to control or individually to prevent cither the so-called 
secular price changes or the cyclical price changes. In this respect, international problems are 
concerned which, in so far as it is at all possible, can be solved only by a close, international 
co-operation of the banks of issue in the gold standard countries. I have recommended this 
co-operation in my note on the “Functioning of the Gold Standard”, in which I mentioned the 
legal provisions which, in my opinion, would be required to secure to the banks of issue the 
necessary freedom as regards their co-operation. 

The present note leads to the conclusion, therefore, that our Committee has to confine itself 
to recommending such co-operation and the relevant legal provisions. In the event that such 
recommendation be accepted, the further development of theory and practice can be quietly 
awaited and the required basis will have been laid for a free functioning of central banking, 
which is essential to the world’s interests. 


The Hague, December 1929. 
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